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Accounts of Engineers and Contractors* 
By C. A. H. NARLIAN 


In view of the dissimilarity between the balance-sheet items of a 
contractor and those of a manufacturing concern, the credit-men of 
banks are liable to find some difficulty in properly reading the 
actual financial status from the balance-sheet of the former, unless 
it is presented with considerable clarity. The banker is unable to 
apply some of the tests that he is in the habit of using, e. g., the 
ratio of merchandise on hand to sales, and that of accounts receiv- 
able to turnover. Moreover, the ratio of quick assets to current lia- 
bilities will not always show 1.5 to 1, which is usually the banker’s 
minimum requirement. It becomes necessary, therefore, to supply 
the banker with a statement, supported by a profit and loss account, 
that will furnish him with the salient factors of the business, from 
which an analysis can readily be made. For this to be possible 
there is the fundamental requirement of a properly expressed set 
of accounts and a practical system. 

A coérdinated cost system will also be found of inestimable 
value in comparing, at frequent intervals, the actual unit costs 
with the estimates prepared by the engineer, upon whom devolves 
the work of classifying the various expenditures estimated, as to 
labor, material and overhead. Naturally, if the comparisons are to 
be of any value, the classification of accounts in the cost records 
should conform to that of the engineer. 

At the outset I might say that I have found it not unusual for 
contractors to have little respect for the value of sound book- 
keeping methods and to be content with charging to a single ac- 
count, termed “contract,” all labor and material items, applicable 
thereto, only when paid. Thus, the materials in some instances 


* A thesis presented at the May, 1920, examinations of the American Institute of 
Accountants, 
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may have been used or consumed on the job, but no entry there- 
for will have been made upon the records. It will be obvious 
that by this method the accounts payable for purchases are not 
made a part of the records; whereas the setting forth of all liabil- 
ities is a most important factor without which nothing like a true 
statement can be prepared. 


RECORDING OF MATERIALS AND SUPPLIES 

It is assumed that all purchases are made by the general office, 
with the exception of minor requirements frequently of an emer- 
gency nature which are, for convenience, bought and paid for by 
the field office upon authority of the superintendent. These latter 
transactions can easily be handled by means of a revolving fund 
placed with the field office, invoices therefor accompanying the 
periodical report to the general office. Freight bills also would be 
paid from the revolving fund and be forwarded to the general 
office. 

It will be found preferable to maintain stock ledgers, appro- 
priately classified, in the field office which will be controlled upon 
the general ledger. To the various stock accounts, therefore, 
would be charged the purchases of all materials and supplies not 
going directly to the job. In the latter case it is more convenient 
and equally good practice to make the charge direct to the cost of 
contract. 

Triplicate purchase invoices should be demanded from the 
vendor, the original being for use of the general office, the dupli- 
cate for the field office and the triplicate for the purchasing agent. 
After numbering each set of invoices received, they should be 
registered numerically and distributed, the original being 
filed pending the approvals for receipt of goods, and as 
to quantity, quality and price. The system that appears to 
the writer to have the greater advantages is the one which com- 
pels the receiving clerk to fill out a material receipt upon the de- 
livery of goods without reference to the invoice. Under this 
method the material receipt is made up in duplicate, the original 
being perforated and sent to the field office stock ledger clerk who 
compares the quantities with his copy of the vendor’s invoice and, 
if in order, mails the material receipt to the general office. Errors 
can frequently be corrected by this plan, without an unnecessary 
amount of correspondence. 


82 


























ren mesentET e 








Accounts of Engineers and Contractors 


The material receipt is then attached to the original invoice, 
which previously should have been approved as to prices and ex- 
tensions, is ready for vouching, and when entered upon the 
voucher register will be charged to materials and supplies account. 

Materials should be requisitioned from stores upon appropriate 
forms; and these should be summarized weekly or monthly by 
the field office, the summary being sent to the general office to be 
posted to the cost ledger, in detail, credit being passed to ma- 
terials and supplies account. As an illustration of some of the 
various accounts that it may be found desirable to keep in the cost 
ledger, under the materials section, the following brief list is sub- 
mitted : 


Steel Fuel 

Cement Gasoline for tractors, etc. 
Sand and gravel Repair parts for machinery 
Lumber _ “ tractors, etc. 
Hardware Small tools 


It would be well to mention that, inasmuch as many classes of 
materials are purchased under contract in specific quantities, it be- 
comes desirable for the purchasing agent to keep a record of each 
contract, showing the quantities purchased and the unit price 
thereof, and also the quantities delivered thereunder in accordance 
with invoices, the balance undelivered being useful in indicating 
the occasional necessity of placing further contracts. It will read- 
ily be seen that on an ascending market these records will prove of 
value in assuring the company of total contract deliveries at the 
contract price. 


LABOR ’ 


Few difficulties will present themselves in the recording of the 
charges for labor. Perhaps the best method to be pursued is 
to have the payroll made up in duplicate and paid by the field 
office, for which a payroll fund would be maintained for the 
purpose of paying off men who leave between pay days. The pay- 
roll would be summarized as to distribution, according to the cost 
ledger classification, and the original would be forwarded to the 
general office for reimbursement. 
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OVERHEAD 

It is not intended by the writer that the salaries of the super- 
intendent and clerks at the field office should be included under 
the caption “overhead,” but that those charges should appear, as 
such, in the cost ledger, inasmuch as they are specifically allocated 
to a particular contract. 

The accounts coming under this head would comprise the pro- 
portion of the general and administration expenses, as determined. 
The apportionment of expenses over the various contracts must 
be on an equitable basis, and there can be no objection to the use 
of total material and labor expenditures. 

In regard to the question as to whether interest should be in- 
cluded under the heading of overhead, I can only say that it 
would seem preferable to me to exclude it and to treat it as a di- 
vision of profits. This question is, of course, a moot point upon 
which there are, naturally, divergent opinions among accountants. 
If, however, interest on borrowed money is treated separately in 
the profit and loss account, it would appear to be the best prac- 
tice to treat discounts taken on purchases as a financial item, by 
charging the work-in-progress account with gross invoice price, 
and discount would then be deducted from interest account in pre- 
senting the profit and loss statement. Depreciation on machinery 
and equipment, which naturally constitutes an important element 
of cost, will be discussed later. 


Contracts are frequently entered into on the basis of unit 
prices for the various classes of work to be done, payment to be 
made monthly at the rate of 90 per cent of work completed, as 
computed and certified by the engineers. In this case the cost ac- 
count is credited with 100 per cent, or in other words the total of 
the certified estimate; an account receivable is charged with 90 
per cent thereof, the remaining 10 per cent being carried to an 
account termed “retention of percentage on work completed.” 


A bond for assuring completion of the contract is usually 
granted by the contractor, the premium of which can be either 
carried as a deferred charge and prorated or be charged to cost of 
work in progress direct, preferably the latter. Compensation in- 
surance should be accrued at the policy rate applied to the monthly 
payroll, and any premium deposited should be carried as a de- 
ferred charge. 
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MACHINERY AND EQUIPMENT 

When a contractor has several pieces of work in hand at the 
same time, it becomes desirable to maintain a record of the individ- 
ual items of machinery and equipment. A simple but efficient way 
in which this may be kept is to open an ordinary subsidiary ledger 
account for each machine, truck, etc., or by groups, as purchased, 
showing date purchased, name of vendor, unit price and amount, 
the controlling account thereof being kept in the general ledger. 
The particular contract upon which it or they are being used 
should be designated on the subsidiary ledger account. When the 
machine is transferred to another contract, depreciation should be 
calculated thereon for the time it has been in use and be credited 
to the account, cost of work being correspondingly charged under 
the head of depreciation. 


The same procedure applies when a job has been completed, for 
all machinery and equipment used thereon. The balance of each 
account should then be brought down and notation should be made 
as to where the machine has been placed. It may be noted that it 
is preferable to apply the depreciation rate upon the original cost 
rather than the reducing balance. It would also be well to bear 
in mind that when a machine is placed in warehouse, depreciation 
should also be computed thereon, but at distinctly lower rates than 
when in use on contracts, and that this depreciation is chargeable 
to general overhead, as such. 

At the close of a fiscal year it is inadvisable to depreciate 
machinery and equipment that is in use, if no profit or loss is being 
taken on the contract. It is preferable to account for depreciation 
only when a closing or part closing is made, at which time cost of 
work is charged, as described heretofore. In the opinion of the 
writer this method is sound, because depreciation on machinery, 
etc., taken while work is in progress, would have the effect of re- 
ducing fixed assets thereby and increasing current assets, inas- 
much as a corresponding charge would be made to cost of work in 
progress, which is classified as a quick asset. 

On the other hand, if a profit or loss is being estimated and 
taken on a partly completed contract at the close of a fiscal period, 
it becomes imperative, if good accounting is to be followed, to 
compute and set up depreciation of machinery and equipment for 
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the period in use and to charge it to cost before calculating the 
estimated profit. 

It is hardly necessary to mention that depreciation on furniture 
and fixtures is chargeable as a general overhead expense and has no 
relation to direct cost of completed contracts. 


PROFITS ON CONTRACTS 

Perhaps one of the most perplexing problems that confronts 
the auditor who is called to examine the accounts of a contractor 
having large undertakings on hand at the close of the fiscal year, 
in various stages of progress or development, is to ascertain, 
with any degree of accuracy, the profit that fairly may be taken 
thereon. Several factors must be given due consideration, such 
as the proportion of the work completed, the existing labor condi- 
tions and other circumstances, the status of the contracts entered 
into for materials and in some cases the past experience of the con- 
tractor. In the final analysis, the estimating of part profits part- 
takes more of an engineering problem than of one of accounting. 
It naturally behooves an auditor, however, to pay close attention 
to this important question. 

In many cases it will be found not a difficult matter to ascertain 
with substantial accuracy the profits earned on contracts that have 
been only partly completed, provided the cost system is founded 
on good accounting principles and is expressive of the actual con- 
ditions, with a sufficiency of detail. 

Illustration of such a case is found in the contract undertaken 
at unit prices for the several classifications of work performed 
and not at any flat figure. If the cost records reflect the actual 
expenditures under a distribution similar to that upon which the 
contract has been calculated, inasmuch as the reports from the field 
and the estimates approved by the engineers will show the amount 
of the work done under the respective classes to the closing date, 
the unit costs can be determined by dividing the units of work 
completed into the total costs thereof. The difference between 
the sum of the costs and the total of the amounts due under the 
contract, which is determined by multiplying the units of work 
completed by the respective contract prices, will represent the gross 
profit on the work performed, from which is deductible the propor- 
tion of overhead expenses. 

Inasmuch as it is by no means a universal practice among 
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contractors to maintain stores accounts—the method employed 
being to charge all materials and supplies direct to the contract— 
it must be borne in mind that in such cases a physical inventory 
of materials unused and on hand should be taken as of the close 
of the fiscal year and be credited to the cost of work in progress, 
being shown separately in the balance-sheet under materials and 
supplies. 

In the case of a contract which is practically completed, an 
estimate is made by the engineer of the cost of work to be done 
and by adding this amount to the cost to date, and deducting the 
sum from the contract price, the estimated profit is ascertained. 

It would be well at this point to warn against taking profits 
that may have accrued on uncompleted contracts unless the work 
done has been of sufficient volume to warrant this practice; and 
it is the duty of the auditor to see that due allowance is provided 
for all contingencies and that the estimated profits are calculated 
upon a conservative basis. 

On the other hand, it is incumbent upon the auditor to satisfy 
himself that there is no loss on an uncompleted contract, and if, 
upon investigation, a loss is disclosed he should not fail to give 
effect to the necessary adjustment to the accounts. It may happen, 
however, that the loss on one uncompleted contract is much more 
than offset by the part profits on other contracts, and that no 
cognizance has been taken thereof by the contractor. In this event 
it is usually considered sufficient to mention the facts in the report 
without adjusting the accounts. 

When part profits are taken, it is by all means the best prac- 
tice clearly to identify them as such in the profit and loss account. 

Among the benefits from a good cost system is the valuable 
statistical information that is gained, providing, of course, that the 
system is efficiently carried out. The data furnished are most use- 
ful in comparing unit costs between different concurrent contracts 
and furthermore they form an essential basis for bidding on future 
contracts. This feature alone cannot be too strongly emphasized, 
since upon it may rest the success or failure of a venture of con- 
siderable magnitude. 
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Taxation of Capital Profits and Stock Dividends* 


By THEODORE KROHN 


Extreme measures have been resorted to by congress during 
the last decade or so to defray the enormous expenditures of the 
government, recently increased in consequence of our entrance 
into the world war. The taxation laws in effect prior to the 
sixteenth amendment to the constitution of the United States, 
adopted February 25, 1913, had yielded, between those based on 
the benefit and ability-to-pay theories, sufficient revenue for 
normal requirements. The heavy drain upon funds in the treasury, 
however, presented a problem that could be effectively solved 
only by a more liberal application of the ability-to-pay theory of 
taxation, commonly known as the tax on income. The constitu- 
tion had placed a limitation upon such a direct tax by requiring 
its apportionment among the states according to population. This 
obstacle to the income tax was removed after the requisite num- 
ber of states had signified their approval of the sixteenth amend- 
ment, which provides that “the congress shall have power to lay 
and collect taxes on incomes, from whatever source derived, 
without apportionment among the several states and without re- 
gard to any census or enumeration.” 


Income taxation had reached a very progressive stage of de- 
velopment throughout Europe and Asia in a short period before 
its introduction in the United States. The basis of the law in 
this country is, with few exceptions, fundamentally the same as 
those of such taxes under other governments. It will suffice, 
therefore, to confine the consideration of sthe subject to problems 
suggested by the United States law. 


Because of the complexities of modern business organiza- 
tions, the task of framing the law was accomplished only after 
long and arduous labor; yet it is not surprising that developments 
in its administration have resulted in litigation in the courts. 
From the decisions and interpretations handed down there have 





* A thesis presented at the May, 1920, examinations of the American Institute of 
Accountants. 
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been evolved many fundamental principles of income taxation 
relevant to the subject under review. 


CAPITAL PROFITS AND TAXABLE INCOME 


Capital and Income 


In the case Lynch vs. Turrish, capital is defined as, “...... 
anything, material or otherwise, capable of ownership, viewed 
in its static condition at a moment of time, or the right of owner- 
ship therein........ In the actual production and distribution 
of capital there is a constant conversion of capital into income, 
and vice-versa.” 

Income has been defined as “a gain derived from capital, from 
labor or from both combined.” The sixteenth amendment en- 
larges upon this definition in taxing “incomes from whatever 
source derived.” An opinion of more direct application holds 
that “the increased value of capital as such constitutes in one 
sense a gain or profit but not income. Hence, such gain or profit. 
is not taxable, but only such profits and gains as constitute in- 
come are taxable.” In the decision handed down March 8, 1920, 
by the supreme court in the case Macomber vs. Eisner, which will 
be discussed later, income is defined as “...... not a gain accru- 
ing to capital, not a growth or increment of value in the invest- 
ment; but a gain, a profit, something of exchangeable value pro- 
ceeding from the property, severed from the capital, however 
invested or employed, and coming in, being ‘derived,’ that is, re- 
ceived or drawn by the recipient (the taxpayer) for his separate 
use, benefit and disposal—that is income derived from property.” 


Income from Capital Assets 


There is a marked distinction between income from trading 
in current assets, such as merchandise, or from wages, interest or 
rent and the profit or gain arising from the appreciation, exchange 
or sale of the fixed assets represented by land, buildings and se- 
curity investments. The income of the former kind is taxable 
upon either the cash or accrual basis. It is evident that the in- 
come of the latter kind is of an unusual character—contingent and 
extraordinary, as distinguished, in an economic sense, from the 
normal returns on capital or goods used in the production of further 
wealth. Therein is found one fundamental difference between 
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the British law, which exempts such income from tax, and the 
law in this country, which recognizes no distinctions. 


By what standard of valuation may these unusual profits from 
capital be measured? The income-tax law of September 8, 1916, 
states that the net worth of any business at March I, 1913, rep- 
resented capital, whether it embraced original capital contributed 
or accumulated profits. Thus only profits earned from the inci- 
dence of the tax may be subject to levy. In determining such 
taxable income the fair market value of assets at March 1, 1913, 
if acquired prior to that date, or the purchase cost, if acquired 
subsequently, is prescribed under the law of February 25, 1913, 
as the basis for determining a profit or loss upon exchange or 
sale. This arbitrary basis is not sound in principle. An actual 
loss may have been suffered, comparing the purchase cost of the 
asset with the selling price, but, due to intermediate fluctuations, 
the use of the arbitrary rate may require a tax to be paid as though, 
in fact, a profit had been received. The converse is equally true. 


Appreciation in value of a capital asset is not taxable income. 
The decision of the supreme court in the case Macomber vs. Eis- 
ner explicitly sets forth the reason as applied to stock dividends, 
which is also true of other capital assets. It emphasizes the fact 
that to be income such appreciation must be realized upon a closed 
transaction and be “... .something of exchangeable value, proceed- 
ing from the property, severed from the capital however invested 
or employed, and coming in, being ‘derived,’ that is, received or 
drawn by the recipient....... ” An actual sale is practically the 
only answer to this description. Among economists and authori- 
ties on taxation there is a strong belief that appreciation of capi- 
tal assets, held as investments and not as stock-in-trade, should 
not be taxable as income even if derived upon sale. Early deci- 
sions in the courts support this contention. In the case Gray vs. 
Darlington, relating to the income-tax law of 1867, the court held 
jg ee the mere fact that property has advanced in value 
between the date of its acquisition and the sale does not authorize 
the imposition of the tax on the amount of the advance....... It 
constitutes and can be treated merely as an increase of capital.” 
According to the present law the full appreciation in value of the 
property from March 1, 1913, or date of purchase to the date 
of sale is income taxable in the year during which the sale was 
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consummated. In view of the progressive rates of the surtax and 
excess profits taxes it is contended that the taxable profit thus 
realized should be pro-rated over the taxable years between pur- 
chase and sale, and the taxpayer be permitted to amend his pre- 
vious returns accordingly. Even if it were practicable, such 
treatment has been negatively decided by the supreme court, hold- 
ing that the gain is taxable income in the particular year of its 
receipt. So as to defeat attempts at evasion, the internal revenue 
department has ruled that in the sale of capital assets of the 
same kind, the first purchases are also assumed to have been sold 
first, unless evidence is produceable to the contrary. 

Exchange. When property is exchanged for something cap- 
able of being readily converted into cish, it is, in effect, a sale. 
But the case is different when the value of the capital asset re- 
ceived in exchange is difficult to asc:rtain. The revenue act of 
1918 provides that “when property is exchanged for other prop- 
erty, the property received in exch: nge shall, for the purpose of 
determining a gain or loss, be treated as the equivalent of cash 
to the amount of its fair market value, if any.” In view of the 
decision in the case Macomber vs. Eisner, it is very unlikely that 
this provision will be upheld. If the property received in ex- 
change was actually sold for cash upon its receipt there would 
be no argument. But the market value upon sale at a subsequent 
date will most likely be different from that prevailing at the 
date of the exchange. It is evident that no taxable income is 
derived until the final sale is made, the profit then being the differ- 
ence between the cost of the old property and the sales price of the 
new property. 

This is substantially the ruling of the treasury department 
in making an exception where “in connection with the reorganiza- 
tion, merger or consolidation of a corporation a person receives 
in place of stock or securities owned by him new stock or se- 
curities of no greater aggregate par or face value.” In this 
instance the old securities are replaced by the new. In ascertain- 
ing the profit or loss upon sale of the new securities, the original 
cost to the taxpayer or the fair market value as of March 1, 1913, 
of the old securities, less any untaxed distribution made by the 
new company from the capital or surplus of the old company, is 
the basis to be used. 
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Income from Investments in Capital Stock 


Consideration of the subject to this point has been confined to 
the asset side of the taxpayer’s balance-sheet. Thus far, income 
was divided into two classes: that is, from trading in current 
assets and from capital assets. There is a very important sub- 
division of the latter class—the income from investments in stock 
of corporations—which can be best discussed now in conjunction 
with the treatment of corporate surplus after its distribution, as 
affecting its taxable status to the stockholder. 

A corporation is an entity distinct from its stockholders. Both 
are taxed upon its net income: the corporation at an even low 
rate for the normal tax to insure a return from all of its taxable 
income as well as by the progressive rates of the excess profits 
or war income taxes; the stockholders upon dividends at gradu- 
ated and progressive rates for the rest of the tax, providing their 
income from other sources, together with income from dividends, 
renders them liable to the surtax. Dividends distributed from 
surplus are not taxable when arising from the appreciation of 
assets, from the sale of treasury stock or from the purchase of 
the company’s stock below par. The excess of liquidating divi- 
dends over the fair market value of the stock at March 1, 1913, 
or cost if acquired subsequently, is taxable, provided that if any 
part of the distribution is from surplus accumulated prior to 
March I, 1913, it is exempt from the tax. The stockholder is also 
taxéd upon the sale of his stock for the amount of sales price in 
excess of cost or fair value if acquired prior to March 1, 1913. 

In the case of an individual, partnership or personal service 
corporation, profits are taxable within the year earned; whereas 
in the corporation form of business organization, the income of 
the stockholder is not subject to taxation until distributed in the 
form of a dividend. This is even further qualified by the deci- 
sion of the supreme court on stock dividends in the case Macomber 
vs Eisner, which will be discussed later. Dividends are not 
necessarily distributed in the year earned. The policy of the 
corporation in such matters is determined by the board of di- 
rectors. It would seem only fair that corporations ought not to 
be privileged to choose in what year their earnings become tax- 
able to stockholders when no such advantage is offered to other 
types of business organizations. 
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In this is found one of the most perplexing problems con- 
fronting the authorities in the administration of the law. Cor- 
porations might easily accumulate their earnings for any number 
of years, providing the stockholders were in accord with the 
policy. Such action would not be evidence of fraudulent at- 
tempt to evade the tax. Upon obtaining evidence of such in- 
tent, of course, the internal revenue department could take ade- 
quate measures to defeat it. In the law of October 3, 1917, sec- 
tion 10, provision was made for levying an additional tax on 
any undistributed surplus unless invested in assets reasonably re- 
quired in the business or in the obligations of the United States 
issued after September 1, 1917. In but few known cases was 
this measure employed. In subsequent laws this section was 
omitted. Under the present law, where the intent to evade is 
evident and the commissioner of internal revenue certifies that in 
his opinion such is the fact, the corporation is required to pay 
only the war-profits and excess profits taxes and the balance of 
net income is taxable to stockholders according to the method 
prescribed for members of a partnership or personal service cor- 
poration. 

It is fully recognized that legitimate reasons exist for accumu- 
lating corporate surplu% These were advanced by the Ameri- 
can Institute of Accountants in the protest to congress against 
the adoption of the séction of the law of October 3, 1917, taxing 
undistributed surplus. The outstanding points applicable to this 
instance, summarized briefly. are: : 

1. Rising prices increase the demand for working capital. 

Profits are absorbed in merchandise, accounts receivable 
and other current assets. 


iS) 


Industrial expansion resulting from war and post-war con- 
ditions creates the need for additional plant and equipment. 
The profits are also invested for such purposes. 

3. The contingencies of additional tax assessments where 
returns are prepared and rendered, based on the best in- 
formation and advice obtainable, and for other liabilities, 
are met by appropriations from earnings. 

4. Corporations financially embarrassed prior to the present 

period expect to strengthen their position by accumulating 

earnings. 
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For each of the above reasons it appears that corporations 
so affected are justified in accumulating surplus. Notwithstand- 
ing, a surplus of any great magnitude is the constant point of at- 
tack of taxation authorities. There is always a possibility that 
the commissioner of internal revenue will declare that the amount 
of surplus is unreasonable for the demands of the business and levy 
a tax upon stockholders for their distributive shares. Occasions 
naturally arise when stockholders require a return of income from 
their investments and would rather receive it in the form of 
dividend than be forced to liquidate their securities. A corporation 
may find it necessary before reorganization, merger or consolida- 
tion to adjust its capital stock and surplus by a dividend payment. 
It is evident that in the cases enumerated above, where the surplus 
is invested in assets of the business not readily convertible into 
cash, a cash dividend cannot be distributed. A stock dividend, 
though, can be distributed to old stockholders in proportion to 
their holdings by conversion of the surplus into an additional 
issue of capital stock. 


TAXATION OF StocK DIVIDENDS 


The question whether a stock dividend, made lawfully and in 
good faith against profits accumulated by a corporation, since 
March 1, 1913,,is income to the stockholder, subject to taxation 
under the sixteenth amendment to the constitution of the United 
States or, is merely a change in the form of evidence of owner- 
ship in the assets of the corporation,has been argued in the courts 
for over a half-century. The recent decision of the supreme 
court handed down March 8, 1920, in the case Macomber vs. Eis- 
ner, held that such stock dividend was not taxable income to the 
stockholder. Unusual importance attached to the decision, not 
alone because it settled the particular point of the taxation of 
stock dividends but because in so doing it defined in clearer terms 
than heretofore the principles of capital vs. income, appreciation 
of capital assets vs. income derived from capital and the relation 
of stockholder to corporation. 

The limitations of this paper will permit only brief comment 
on the important points established by the decision. A stock 
dividend is neither capital nor income. It results in no increase in 
the stockholder’s investment nor in his buying power as evi- 
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denced in cash or its equivalent. The net worth of the corpora- 
tion is precisely the same after the distribution as it was before. 
Taxing a stock dividend would not differ from a levy upon the 
old stock, being in either case, then, a capital tax not within 
the scope of the income-tax law. The fact that stockholders have 
a contingent interest in the undistributed surplus enhances the 
value of their holdings, but such interest is not increased by the 
receipt of a stock dividend, except in so far as such evidence of 
prosperity of the corporation affects the market prices of the 
stock. Practically the same rights in the surplus may be acquired 
through the purchase of the corporation’s stock. The cost to the 
new stockholder includes a premium in payment for the contingent 
interest in the surplus surrendered by the old stockholder. The 
government receives the tax on such premium in full if the stock- 
holder selling the stock is one who acquired it at par. Any 
further depreciation or appreciation is considered upon the suc- 
cessive sales or upon liquidation of the corporation. 

A tax on stock dividends upon receipt and again upon the 
profit realized upon the sale is double taxation. An instance of 
this is found where stock is purchased above par and thereafter 
a stock dividend is issued. The tax collected on the premium 
realized upon the sale would again be exacted from the pur- 
chaser on the basis of the stock dividend he received. 

The sale of dividend stock is not income to the full amount 
received. The cost of each share of such stock, represented 
by the cost of the old stock divided by the number of old and new 
shares added together, must first be deducted before ascertaining 
the taxable income. Similarly, the cost of each share of the old 
stock is the quotient of the cost of the old stock divided by the 
number of old and new shares. 

The government’s need for the tax now is more pressing than 
it is likely to be years hence. The effect of the decision is to 
reduce the tax collectible from recipients of stock dividends and 
to postpone the date of final accounting for the surplus of the 
corporation until actual sales of the dividend stock are made or 
until the corporation is liquidated. An effective tax is one which 
collects a particular year’s budget with ease and certainty from 
the income indicated in the original estimate and within a short 
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period of time. It is obvious that in this respect the law is 
dangerously weak. 

The conclusion reached by many, that by delaying accounting 
for the tax to subsequent years a saving is effected, cannot be 
accepted without qualification. A sound financial policy has for 
its object the spreading of taxes over a period of years as against 
a heavy levy upon accumulated earnings in one year. Especially 
is this true if in the years covered in the accounting, graduated 
and progressive rates of taxes are effective. 

The distribution of dividends in stock, where paid in cash 
before, gives rise to discrimination in favor of the stockholders 
in that they may control the profits from their dividend stock 
sales so as to offset possible losses of lean years and thus effect 
a tax saving. The recipients of income from sources other than 
from investments in stock do not enjoy such privilege except in 
unusual cases due to war conditions. If at all, discrimination 
should be directed against “lazy capital,” represented to a large 
extent by investments in securities. 

The conservative policy practised by corporations in accumu- 
lating surplus as a margin of safety against contingencies is en- 
couraged as a result of the decision on the taxation of stock divi- 
dends, as demonstrated by the numerous and large stock divi- 
dends distributed since the decision became public. The directors 
of corporations, in adopting such a policy, no doubt have in view 
considerations of vital importance that will be apparent only after 
the impending period of deflation and liquidation shall have shown 
its effects. 

The treasury department has a responsibility to the taxpayer 
which in the interests of public welfare should be speedily dis- 
charged. The huge sums involved in pending claims for rebates 
for taxation and, on the other hand, contingent additional assess- 
ments on the part of the government against taxpayers should 
be definitely and finally settled. The decision of the supreme 
court in the stock dividend controversy will be a considerable 
relief to the tax authorities, the corporation and its stockholders. 
It should be followed by treasury decisions in regard to other 
capital profits affected, which have been referred to in the course 


of this paper. 














Accounting for Retail Shoe Stores* 
By T. J. AHLBERG 


Generally speaking, retail shoe store accounting is compara- 
tively simple and no very difficult problems are encountered. 
However, as in any other business, certain phases of operating 
must be carefully watched by the management. 

In this day of high prices and low production it is essential 
that the purchaser be careful in selecting merchandise of standard 
grades and styles, in order to be sure of its ultimate sale and to 
prevent any accumulation of freak styles which may not be easily 
moved. So it behooves the retailer to watch his stock closely 
and inaugurate reduction sales on all “slow” merchandise. 
The public has gradually become accustomed to paying high 
prices, but on the other hand it demands value for the money ex- 
pended. The purchasing department must, therefore, buy care- 
fully and of conservative styles. 

The stock-keeping records should be complete in every detail 
and should reflect the essential elements of grade and style as well 
as quantity, mark-up, etc. It is an important factor in retailing 
to carry a perpetual inventory, classified first as to kind (men’s, 
women’s, boys’, etc.), then as to grade (price in this case), next, 
line (low, high or freak). Subclassified under these divisions 
would come the size, stock number and any other elements which 
may affect the turnover. Such a record would enable the man- 
agement to dispose of the slow moving merchandise and would 
assist in determining the trend of the public demand. In this lat- 
ter particular it would assist in future buying, which in turn 
would materially increase the percentages of turnover and there- 
fore increase profits. . 

The objection generally brought up in regard to this detail is 
that it carries with it an expensive clerical force to handle the en- 
tries, but in some cases with which I am familiar it has produced 
actual results in turnover and has been acknowledged an aid in 
the purchasing end of the business as well as the sales. Much, of 





* A thesis presented at the May, 1920, examinations of the American Institute of 
Accountants, 
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course, depends on the personnel in the management of a business 
and the human element enters largely. 

All expenses of the business as well as the merchandise re- 
ceived should be accrued or entered on the purchase record or 
voucher register. Such a purchase record appears on page 100. 

This record can be enlarged to meet the requirements of the 
business. The detail of the merchandise received can be entered 
on the stock sheets from the information shown on the invoices 
when entered in the purchase record. 


SALES 

With each sale ticket there should go to the office a record of 
the cost and sales price (cost preferably in code) from which a 
record is made on the stock sheets as to cost and on the sales sheets 
as to cost and sale. It is a prime necessity to follow the fluctuations 
in sales and for that purpose a columnar sales record should be 
kept. The daily sales are summarized first under the kind and then 
in columns as to cost and sales price. This will enable inventory 
control accounts to be kept in the general ledger, which will be 
debited with the purchases and credited with the cost of sales each 
half month or month, whichever is the more advisable. The other 
entries from the sales record would be a debit to cost of sales ac- 
count and a credit to sales account. A sales record of this charac- 
ter appears on page 100, but other columns can be added if desired. 


Under findings should be grouped repair work, laces, etc. All 
further detail as to the moving of any particular styles can be de- 
termined from the stock sheets hereinbefore outlined. Return 
sales are not so numerous as to entail a great deal of clerical work. 
All returns should be entered on a return sales summary as to cost 
and selling prices and the postings to the general ledger accounts 
would necessarily be the reverse of the sales exhibits. In this 
method no sales postings would be made from the cash receipts 
book for sales or from the cheque register for return sales, but all 
postings would be made from the summary sheets. The detail of 
return sales would be entered on the stock sheets in the same 
way as purchases and at the original cost price. 

The operating accounts which an average business should 
carry on the general ledger follow, showing the explanation 
necessary. 
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Sales—(departmentalized to conform to requirements as 
shown in the sales summary) 
Credited with: 
Cash and charge sales of merchandise from the sales 
summary. 
Debited with: 
Return sales and allowances from the return sales 
summary. 
Cost of Sales—(departmentalized as above) 
Debited with: 
Cost price of sales from the sales summary. 
Credited with: 
Cost price of return sales from the return sales 
summary. 

This account would necessarily include cost of freight, express 
and cartage on the merchandise sold, mention of which is made 
later under the inventory accounts, 

Buying Salaries 

Debited with the salaries (or proportion) of all buyers and 
clerical assistants directly assigned to that work. 

Buying Expense 

Debited with all expenses incurred by the buying force such 
as traveling and all other expenses applicable thereto. 

Sales Salaries 

Debited with the salaries of the sales force both regular and 
extra, including floormen, salesmen, stock boys, wrap- 
pers and a proportion of the cashiers’ time. 

P. M’s. 

Debited with commissions, bonuses, etc. commonly known 
as P. M.’s. 

Advertising 

Debited with all expense incurred for newspaper space, cir- 
culars, street car cards, billboards, window display, light 
applicable, and button hooks, shoe horns or other “novel- 
ties” ; also any donations which are distinctly a necessary 
part of publicity and from which a benefit is derived. 

Other selling expense 

Debited with sundry miscellaneous expenses, such as wrap- 
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ping paper, twine and other selling expense not included in 
the foregoing accounts. 
Delivery Expense 
Debited with wages of drivers and wagon boys, automobile 
expense, horse expense (feed, shoeing and stable), re- 
pairs, taxes and insurance on delivery equipment. 
Delivery Equipment Depreciation 
Debited with depreciation on automobiles, trucks, wagons, 
horses and other delivery equipment. 
Office Salaries 
Debited with salaries of office force not directly chargeable 
to buying or selling salaries. 
Office Expense 
Debited with sundry expenses of maintaining the office. 
Stationery, Printing and Postage 
Debited with stationery, postage stamps, stamped envelopes, 
accounting forms, etc. Does not include postage for ad- 
vertising purposes. 
Insurance 
Debited with the expired portion of insurance premiums of 
all classes except delivery equipment. 
Taxes 
Debited with taxes on merchandise stock and all other taxes 
with the exception of federal income and excess profits 
taxes. 
Rent 
Debited with rent of store and any rented equipment used 
and for storage space. 


Heat, Light and Power 
Debited with purchases of fuel, light, power and supplies 
appertaining thereto; also wages of engineers, fire- 
men, etc. 
Repairs 
Debited with incidental repairs to furniture, fixtures or 
store equipment. 
General Expense 
Debited with janitors’ wages, telephone, telegraph, cleaning, 
dues and subscriptions and other sundry items. 
Donations ’ 
Debited with contributions from which the business de- 
rives no direct benefit, which are not deductible in deter- 
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mining federal taxes (if corporation, not deductible; if 
individual or partnershp, to a limited extent). 
Bad Debts 
Debited with losses on customers’ account appertaining to 
current year’s sales, 
Credited with recoveries on above item. 
Losses sustained on sales to customers in previous years are 
a charge to surplus. 
Discount Earned 
Credited with discounts taken on merchandise purchases. 
Debited with discounts taken but subsequently not allowed 
by creditor. 
Income Tax 
Debited with amount of tax accrued and payable. Reverse 
entry would be a credit to accounts payable or accrued 
income tax. 
Discount Allowed 
Debited with discounts allowed to customers (very infre- 
quent ). 
Interest Earned 
Credited with interest earned and received on notes receiv- 
able or customers’ accounts. 
Interest Expense 
Debited with interest accrued or paid on borrowed money. 
Cash Over and Short 
Debited or credited, as the case may be, with all irregularities 
in daily cash transactions. 
Miscellaneous Earnings 
Credited with sales of waste paper, boxes, etc. 
Depreciation 
Debited with amount provided as depreciation for period. 


Interest on investment in business is not considered in this out- 
line of accounts. 
The balance-sheet accounts would be as follows: 
Bank, Cash 
Debited with cash receipts from all sources which should be 
deposited daily, 
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Credited with disbursements by cheque. 
Balance at end of period shows cash on deposit not with- 
drawn. 
Imprest Fund 
Debited with original amount drawn for the office cash. All 
subsequent reimbursements are distributed on the voucher 
register. 
Notes Receivable 
Debited with notes taken in payment for merchandise or on 
loans made to individuals. 
Credited with payments made on principal or notes written 
off as bad debts. 


Accounts Receivable 

Debited with all charge sales to customers. 

Credited with payments by customers, returned merchan- 
dise, sales, allowances, bad accounts written off and 
notes taken in payment of open account. 

The balance of this account should agree with the sum 

total of the individual accounts in the customers’ ledgers 

at any given posting period. 
Inventory—(departmentalized as detailed in purchase record). 

Debited with merchandise purchased and return sales at 
cost, plus freight, express and cartage. 

Credited with cost of merchandise sold and credit memos. 
received from creditors (not including cash discount). 


Fixed Assets Accounts (classified) 
Debited with purchases of real estate, buildings, furniture, 
fixtures, equipment, delivery equipment, etc. 
Credited with cost value of above items discarded or sold. 
These accounts should show the cost value of all equipment 
used at any given date. 
Insurance Unexpired 
Debited with insurance premiums on merchandise, build- 
ings and equipment. 
Credited with expired portion of premiums. 
Notes Payable 
Credited with funds borrowed on notes. 
Debited with payments of principal on notes. 
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Accounts Payable 
Credited with recorded purchases. 
Debited with payments to creditors, allowances to creditors, 
and returned purchases and notes given in settlement of 
open accounts. 


Reserves for Depreciation—(classified as to fixed assets ana- 
lysis). 
Credited with amount provided during period. 
Debited with proportion previously reserved, in case of 
discarding or sale of fixed assets. 

Investment Accounts 

In the case of a corporation, capital stock and surplus ac- 
counts. In the case of individual or partnership, the 
respective investment accounts. 

In the accounts herein provided no provision is made for de- 
preciation of stock. This is ignored for the reason that in order 
to follow out the detail of this system it is necessary to carry the 
control inventory at actual cost. In case of a desire to provide for 
losses on obsolete stock an entry can be made debiting depreciation 
on stock and crediting a reserve account, thereby not affecting 
the actual inventory cost records. 

In determining the departmental profit and loss it is an easy 
matter to allocate the expenses incurred against the various de- 
partments. In this arrangement of accounts we already have an 
actual gross profit, so the problem confronting us is the distribu- 
tion of the overhead to the departments. 

Rent should be allocated in the proportion of space occupied 
by each kind of merchandise. The distribution of buying salaries 
and expenses can be determined from the time spent on pur- 
chasing each kind of merchandise, and the cost of sales method 
would no doubt provide a correct basis for distribution of depart- 
mental overhead. 

F’, M’s. distribution can also be easily determined in accord- 
ance with the merchandise on which P. M’s. were paid. Taxes 
and insurance should be distributed on the basis of the value of 
each kind of merchandise used in calculating taxable or insurable 
values. 

In short, all expense that can be distributed departmentally on 
a known basis should present no great problem, albeit it may 
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necessitate some clerical labor, and the other expenses can be 
distributed on the cost-of-sales basis as perhaps the best method. 

Thus actual profits in all departments can be determined 
and will afford the management a greater insight to operations 
than if handled loosely. It is essential to discontinue the unprofit- 
able elements of a business and specialize on the more profitable 
items. 

The most essential part of the foregoing plan of accounts is 
the stock sheets, which will enable the management to keep in 
close touch with the moving of styles and will prevent any undue 
accumulation. Strict adherence to the detail outlined will produce 
results and will fully warrant any added expenditure for clerical 
assistance. 
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Accounting for an Export House* 
By MAXWELL SHMERLER 


The methods employed in carrying on an export business 
differ radically from those of ordinary mercantile or manu- 
facturing business. As a result the accounting system and pro- 
cedure present many peculiar features worthy of special consid- 
eration. 

All export business may be generally classified in the follow- 
ing groups: 

1. Concerns carrying on a general export business, extend- 
ing credit to their foreign customers. 

2. Concerns limiting their operations by withholding credits 
and selling for cash against shipping documents only. 

3. Export operations carried on as a department of a 
mercantile or manufacturing concern, in which case the business 
may be operated under either the first or second plan. 

The present discussion will concern itself solely with con- 
sideration of the first of the above groups, because of its broader 
scope. 

A brief outline of the business procedure with special em- 
phasis on the points of peculiarity is presented for the better 
understanding of the subject. 

The commodities handled by the general export house rep- 
resent products of every conceivable nature. This necessitates 
the keeping of accurate records of sources of supply, properly 
catalogued by name of product and source. 

The method of handling the order does not differ much from 
that employed in other businesses, except that the routine involved 
in dealing with export orders carries with it certain technicalities 
peculiar to itself. 

As a result of solicitation or circularization, the foreign 
customer sends in his requirements for commodities and invites 
quotations. At this point the records of sources mentioned above 
become the most important factor in the promotion of business. 





“A thesis presented at the November, 1919, examinations of the American Institute 
of Accountants. 
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These records should readily show where such goods can be 
obtained at the cheapest possible price, in order to meet competi- 
tion, which in the nature of the business is very keen. 

As soon as the order is accepted, purchase orders are issued 
for the goods with shipping instructions to deliver at a designated 
point near the specified steamship. 

The shipping department calls for the most technical know- 
ledge and information. However, for present purposes it suffices 
to point out merely that, as a general rule where the shipping and 
traffic departments are combined, that department should be 
equipped with records and files whereby all orders and purchases 
for such orders can be classified as to time of delivery, destina- 
tion, etc. In many instances it may also be necessary to arrange 
the orders under the name of the steamer by which they are to be 
shipped. This is necessary to center attention on orders to be 
shipped on one steamer so as to avoid leaving parts of orders 
behind. 

When the goods are shipped and charged, a draft is drawn 
for the amount of the invoice and forwarded through the bank 
for the customer’s acceptance or payment. 

Generally time drafts run from 60 to 120 days or over. A 
common practice is to draw 30 or 60-day sight drafts. This 
means that the drafts are due 30 or 60 days after they are ac- 
cepted. These drafts are presented for acceptance when the 
goods reach their destination. Thus, allowing from 30 to 60 days 
for delivery, the actual credit may extend for a period even longer 
than 120 days. 

In the case of a business of considerable volume, it becomes 
necessary, therefore, to resort to special bank credits. The com- 
mon practice in such circumstances is to borrow from banks, 
placing with them as collateral drafts receivable for collection. 
Collections made by banks are credited to a special account, from 
which the loans are deducted when due, 

From the foregoing, it may be seen that the matters of great- 
est concern from the accounting point of view are the purchases 
and drafts receivable. 

PURCHASES 


Without minimizing the importance of stock records for any 
business, it may be stated safely that in no case is a properly 
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controlled stock system more urgently needed than in an export 
business. The chances for clerical errors involving losses are 
greater in an export business operating without a stock system 
than in a trading or manufacturing concern in similar circum- 
stances. While, for example, in the latter case, charges to cus- 
tomers are made and checked with the actual physical merchan- 
dise, in the former case all charges must be made from creditors’ 
invoices. Thus, should invoices be lost or mislaid, the shipment 
is liable to go forward with items uncharged. 

While stock systems are always highly desirable, it must be 
recognized that there are conditions in certain cases which make 
a properly controlled stock system impossible. This, however, 
is not true of export trading. Here a stock system falls directly 
in line with a good accounting system, because it is based upon 
the following simple propositions : 


1. All purchases are for specific orders. Goods of similar 
kinds are not merged and do not lose their identity. 

2. All shipments to customers are made from such identified 
purchases. 

3. The balance of purchases which have not been shipped 
and charged to the customers represents the stock inventory on 
hand at any given time. 

The above facts are brought into the books in the following 
manner : 

All purchase invoices are entered in a voucher register. 

The total of the merchandise column in the voucher register 
is posted to the debit of the inventory account and the total of 
cost-of-goods-sold column of the sales journal is posted to the 
debit of cost of goods sold and to the credit of the inventory 
account. The balance of the inventory account represents the 
purchases unshipped. A detailed list of all items in support 
of such inventory is then made by listing in the voucher register 
all merchandise items that have no pusting under the column 
“charged.” Thus from the voucher register we obtain two lists— 
the unpaid vouchers and the uncharged purchases, both of them 
operating upon the same principle. 

The form on page 109, while intended merely to illustrate the 
principles involved, will also be found to be practical in most 
instances. For example, in addition to the above it may also 
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be desirable to keep a separate account with each shipment, show- 
ing in detail all costs and charges. This can easily be accom- 
plished with the assistance of the system outlined above. 

It is essential that the sales journal be so arranged as properly 
to classify the amount of the sale. The most important classifi- 
cations necessary from the accounting point of view are the 
following : 


Merchandise. 

Shipping expenses—such as packing, consular fees, etc. 
Commission charges. 

Interest charges. 

All vouchers for purchases for orders are entered in the mer- 
chandise column. When goods are shipped and charged, the date 
charged and sales book folio are entered on the line upon which 
appears the purchase, at the same time posting the amount of 
the purchase against the charge for it in the sales book. For that 
purpose, the sales book should be arranged as in form 2 (page 111). 

The first of these only represents the income from sales. 
Shipping expenses are advanced for the customer and charged 
on the bill in the same form as paid. The interest and commis- 
sion, however, represent separate income and should so appear 
on the books. 

When for various reasons the classifications cannot be carried 
through the sales journal (in case, for example, the sales journal 
consists of copies of the invoices filed in a binder), a sales 
register properly arranged to give effect to the above plan should 
be used. 

Drarts RECEIVABLE 

A matter of equal, if not greater, importance is the proper 
method of accounting for the drafts receivable. In a general 
way, the handling of such drafts has been explained already. The 
drafts in their relation to the loans made against them may be 
further explained as follows: 

Loans on drafts are made in one of three ways: 


1. Drafts sold to banks under the usual form of discount. 

2. Loans made against individual drafts up to a fixed per- 
centage of the face value. 

3. Loans made on an aggregate of drafts deposited with 
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the bank for collection, in which case the bank is not compelled 
to apply the collection of a certain draft against the specific loan 
made thereon. 

In the case of drafts discounted, the accounting procedure 
is simple. The ledger accounts should clearly indicate and differ- 
entiate between the drafts in possession and those for which there 
is a contingent liability. The three accounts necessary to give 
effect to this method of procedure are drafts receivable, drafts 
receivable under discount and drafts receivable discounted. 

The account drafts receivable should contain all the drafts 
unsold. The account drafts receivable under discount should 
represent all drafts discounted at banks, against which the off- 
setting account is drafts discounted, showing the extent of 
the contingent liability. 

With regard to the first and second group, it may be said 
generally that the manner in which those drafts are treated 
corresponds closely to what is generally known in other business 
as discounting customers’ accounts. 

In many cases it is found that a combination of the second 
and third method of financing the draft is employed. The use 
of either one will depend entirely upon financial arrangements 
with the banks. It is not customary for one bank to handle such 
drafts under both methods. 

Form 3 (page 113) illustrates the information generally neces- 
sary in regard to such drafts, as well as the proper means of giving 
effect to all the facts on the ledger. 

This form is to be used both as a book of original entry and 
as a ledger. 

It is desirable that the book be in loose-leaf form and that 
all drafts placed for collection with a certain bank be entered 
under the account of such bank. This is necessary for the pur- 
pose of gathering all information relative to drafts held and 
loans made by each bank. 

The general information required from the drafts receivable 
register will seldom be more than that provided on form 3, 
It will be noted that, contrary to usual forms covering similar 
transactions, the tickler is eliminated. The reason is that in 
the majority of instances the exact due date is not known. As 
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previously explained, most drafts are issued at 30 or 60 days from 
sight. The experience of exporters is that in some places it is, 
the business custom to examine the goods before accepting the 
draft. Thus, the New York office learns the exact due date 
only when it is informed by the foreign correspondent of the date 
of acceptance. For this reason it is useless further to burden this 
book with rulings that in all likelihood will not be used. 

This form consists of three sections. The first is that covered 
by the columns under “amount of draft.” The individual items 
under this column are posted to the credit of the customer’s ac- 
count and the total of the column is posted at the end of the 
month in the general ledger to the debit of the account under the 
heading “notes receivable for collection at banks.” 

The second section of this book deals with the payment of 
drafts. The information, so far as the drafts receivable register 
is concerned, is simple. All the facts required are date of pay- 
ment, folio from which amount is posted and amount of draft. 
The source from which this information is gathered is, however, 
very important. A proper form is submitted and explained later. 

The third section of the book is designed to cover all cases in 
which loans are made against specific drafts. It is advisable that 
in such cases each draft should show clearly the entire history 
of the transaction, so that when a draft is paid the record will 
show that the bank has been paid for the loan. This will make 
it possible to prepare at any time a detailed list of all drafts held 
by the bank and the net equity in each of such drafts. When 
the financing of the drafts is done on the basis of group 3, as 
explained above, the last section of this form is useless. 

Form 4 (page 115) shows clearly the method of gathering all 
the information and recording it for the purpose of the general 
ledger accounts. 

The use of a special form for this purpose is necessitated by 
the special circumstances. According to usual custom, when 
notes are collected by the bank the customer receives credit on 
his regular account. In the cases under consideration, however, 
such collections, as explained before, are held in a special ac- 
count for the purpose of meeting the various loans made against 
drafts, and only the surplus in such special accounts is transferred 
to the regular account. 
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This form is self-explanatory. It is based upon the following 
journal entries: 


When the bank notifies the office that a certain draft is col- 
lected 


Debit special bank account with net cash collected. 

Debit exchange or other expenses incident thereto. 
Credit drafts receivable for collection with bank. 
Credit interest received. 


If this transaction also involves the clearing of a specific 
loan against a draft, the entry is 


Debit loans payable secured by drafts. 
Credit special bank account. 
The general ledger accounts for drafts and loans against 
drafts are as follows: 
1. Drafts receivable at banks for collection. 
This represents all the drafts receivable outstanding. The 


information for this account is posted as to the 


Debit (a) from the drafts receivable register at the end 
of the month. 


Debit (b) from the drafts receivable clearance journal 
representing any drafts returned unpaid. 


Credit from the drafts receivable clearance journal, the 
total of the credit, drafts receivable column. 
2. Special bank account. 


This account is debited from the drafts receivable clearance 
journal with all collections of drafts and credited with any repay- 
ments of loans, so that the net balance of this account at any one 
point represents the actual cash held by the bank from collection 
of drafts against its loans. 


3. Loans payable secured by notes. 


This account should represent all loans made against drafts, 
the credit being by cash and the debit generally by an entry trans- 
ferring the cash held in the special account against the loan. 


Emphasis is laid upon the nature of these accounts and the 
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necessity of stating them as outlined above on the ledger, for the 
very good reason that correct accounting principles require that 
they be so stated. In the ordinary course of events, however, 
when transactions are numerous, it is also necessary to provide 
an export office with the proper subsidiary records—otherwise the 
auditor is at a great disadvantage in the preparation of his 
reports. 
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Accounts for the Manufacture of Wood Veneer* 
Ey Harotp C. JorpAN 


The product of woodworking industries is of wide variety 
and frequently the particular product manufactured requires spe- 
cially planned accounts to meet the peculiarities of the business. 
The subject of veneer manufacturing is an instance illustrating 
special requirements. 

The product of the industry consists either of single pieces of 
veneer a fractional part of an inch in thickness or pieces glued 
together in such a way that they form panels of two or three 
layers of veneer. The number of layers forming a panel is indi- 
cated by the terms two-ply, three-ply, etc. In manufacturing the 
two-ply panels, one of the two pieces of veneer used is called the 
face and the other the back. In the case of three-ply panels the 
pieces are called the face, the center and the back. Ordinarily the 
quality of wood used for the faces is better than for either the 
backs or centers. Many pieces of veneer break with the grain of 
the wood in the drying process and these broken pieces are sorted 
and fitted together so that they form centers when bound with 
adhesive paper tape. 

The product is sold by the piece and the prices per piece range 
upward according to the square measure, thickness of stock, num- 
ber of ply and variety of wood in each piece. In order to fix 
prices for competitive quotations it can be readily understood that 
some method for obtaining the cost of manufacturing pieces of 
veneer of varying measurements and quality is essential. A de- 
scription of such a method and the manner of weaving it into the 
general accounting will form the principal part of this discussion 
of the subject matter. 

The accounts in the general ledger should include those usual 
to a manufacturing system of accounts. Accounts should also be 
kept representing in-process, stock in stores, sales, cost of sales 
and overhead. 





*A thesis presented at the May, 1920, examinations of the American Institute of 
Accountants. 
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Before taking up the details of collecting cost data it may 
be well to present a brief description of the material and opera- 
tions entering into the manufacture of veneer. 

Material used consists principally of logs. The logs are some- 
times acquired by purchase in the market or they may be cut from 
the company’s own timberland. The logs are yarded in the mill 
yard and brought into the mill as they are needed for work orders. 
Glue, sandpaper and tape are other materials used. 


Not many operations are necessary in manufacturing veneer. 
The logs are brought into the mill, sawed into bolts, the bark 
removed and the bolts placed in a steam vat for steaming. After 
the process of steaming is completed the bolts are taken out of 
the vat and placed in a veneer machine which turns off long strips 
of veneer of whatever thickness is desired. The strips 
of veneer are then cut into square or oblong pieces by a cutting 
machine. Drying is the next process. When the pieces of veneer 
are taken from the dryer they are placed on trucks and either 
carried to the stock room or sent directly to the gluer for making 
into ply stock. Pressing, sanding, sizing, taping and crating are 
the only other important operations which need be mentioned. 


For cost accounting purposes a work-order number should 
be given each lot of veneer or panels to be manufactured. The 
work-order sheet should be in duplicate, one copy for the super- 
intendent and one for the office. If veneer stock is manufactured 
in anticipation of prospective demand, authorization numbers 
should be used and entered on work orders to designate an ag- 
gregation of product that, it has been determined, it is desirable to 
manufacture. The work orders with appropriate numbers and 
descriptions should be retained in the office and superintendent’s 
files awaiting the time when the superintendent wishes to start 
work, 

Time and material tickets should be used as a medium for 
collecting cost information in the mill. For the purpose of illus- 
trating as clearly as possible the use of these tickets as they pass 
through the mill let us assume a work order issued for the manu- 
facture of 100 pieces of oak veneer of specified thickness and 
other measurements. Since the logs require steaming before they 
are ready for the veneer machine there will be two sets of tickets 
used before completion of the order. The first set will be used 
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in bringing the logs into the mill, scaling, sawing, barking and 
steaming. The second set will be used in taking the logs from the 
steam vat, turning off strips of veneer, cutting the strips into 
lengths, running them through the dryer, sorting on the trucks, 
taking the count and transferring to the stock room. 


When work is started on the order the superintendent takes a 
time and material ticket, enters thereon the work order number, 
the workman’s name or number and the operation, with the date. 
In columns or spaces provided on the ticket the workmen will 
enter the time started and stopped and the number or class of 
machine used, if a machine is used. If more than one machine 
is used by a workman, the time started and stopped should be 
entered for each machine. 


The only material used which will enter into the product under 
the first set of tickets will be logs. in order to account for this 
material a tally sheet should be provided and the number of feet 
in each log that is brought in for the work order should be entered 
thereon. Of course, this will necessitate scaling each log as it 
enters the mill. The information shown on this tally sheet is to be 
transferred in total to the time and material ticket of the work- 
man who saws the logs, entering it in space provided for with- 
drawn from stores. 


Under the second set of tickets the man and machine hours 
should be accounted for in the same manner as under the first 
set. The man in charge of the dryer or his assistant should be 
provided with a production card. As the veneer is taken from 
the dryer and piled on trucks the defective and broken pieces 
should be sorted out and record should be made on the produc- 
tion card showing the number of pieces finished, both perfect and 
defective. When the work order is completed the total number 
of pieces finished as shown by this production card is to be 
transferred to the time and material ticket of the workman in 
charge of the dryer, entering the information in space provided 
for “pieces finished” or “pieces defective.” It probably would 
be advisable to have the log tally and production sheets turned 
in to the superintendent for transferring totals to tickets rather 
than to depend upon the workmen. The time and material tickets 
are turned in to the superintendent daily. 
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The superintendent, having entered the information from the 
tickets on his copy of the work order, turns them over to the book- 
keeper, who enters the man rate per hour at the head of the 
ticket, man rate including overhead in the man-rate column, ma- 
chine rate in the machine-rate column, the total cost per hour in 
the rate column and prices of material withdrawn from stores in 
the space provided therefor. The total cost amount of labor and 
material is then computed and carried out for entry on the office 
copy of the work order. 

The bookkeeper should enter on the stores card the record of 
units of material withdrawn. This stores card, of course, fur- 
nishes information as to the cost price to be entered on the 
ticket. Having made the stores card record the bookkeeper should 
refer to the office copy of the correspondingly numbered work 
order and enter thereon the date started, total labor cost and 
material cost. 

In order to obtain a general summary of the time and ma- 
terial tickets, from which debits and credits to the general ledger 
may be recorded, a distribution record should be provided. This 
record may be called “time and material distribution record.” 
Headings of columns in this record should be date, ticket number, 
work-order number, in-process amount, “A” expense, “B” ex- 
pense, “C” expense, “D” expense, sundries, stores and material, 
man hours eost, amount man overhead, machine overhead, man 
number or name and time. 

In further explanation of the time and material distribution 
record, the ticket number column is to contain a complete series 
of numbers for each day’s tickets; commencing with No. 1. The 
in-process amount column is to contain the total cost of time and 
material shown by the ticket chargeable to a work order. The 
total of this column at the end of each month should be posted 
to the debit of in-process account in the general ledger. The col- 
umns headed “A,” “B,” “C” and “D” should contain the total 
cost which is chargeable to one or more of the expenses repre- 
sented by those letters and monthly totals of the columns should 
be posted to the debits of their accounts in the general ledger. The 
sundries column should contain the total cost of any ticket charge- 
able to such accounts as new machinery, tools and building im- 
provements. All items in this column should be posted at the end 
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of each month to the debit of the accounts designated. The 
stores column should contain the total cost of material drawn 
from stores as shown by the tickets; and at the end of the month 
the total of the column should be posted to the credit of stores 
account in the general ledger. In the man-overhead column should 
be entered the amount of the man overhead computed according to 
the cost on the ticket. For example, assume the man-overhead 
rate per hour to be 20 cents and the time worked three and one- 
half hours—the man overhead shown on the ticket would be three 
and one-half times 20 cents. At the end of a month the total of 
this column should be credited to overhead account in the general 
ledger. In the column headed machine overhead should be entered 
the machine overhead amount computed according to cost on the 
ticket, and the total of the column should be posted each month 
to the credit of overhead. In the columns headed “man number or 
name” the total hours each day that a man has worked should be 
shown, furnishing the information for entering time in the payroll 
book. 

It has already been shown how the labor and material in- 
formation accumulates from the tickets. When the superintendent 
reports the order completed the material and labor costs which 
have been entered on the office copy of the work order should be 
added together and divided by the total pieces finished, to show the 
aggregate cost and per piece cost to be entered on the stores card, 
properly headed. When the cost is entered on the stores card 
the word “entered” should be written on the work order and the 
work order should be filed in its proper series location in a cabinet. 

The totals of all in-process cards thus closed into stores should 
be footed each month and the total posted to the debit of stores 
account and to the credit of in-process account. It is thus evident 
that all active work orders representing the stock in process will 
be combined in the office and that the totals of cost values on 
these cards in aggregate should correspond with the amount shown 
by the in-process account in the general ledger. 

In fixing the per hour overhead cost charge to manufacturing, 
estimates are necessary when first starting the system. To illus- 
trate the method of obtaining these estimated figures assume the 
following : 

Overhead expense, including indirect labor for I year,...... $40,000 

SE Be ans ccc vsccndcecetstdeneedounnieoksadee iene 360,000 
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Number of workmen necessary to produce $360,000 sales value 
of finished product in a year........eccee cece eeeenrves 50 men 
Number of eight hour days necessary to work.........+..+. 250 


Multiplying the number of days by the hours per day and 
again multiplying by the number of men working result in 100,000 
direct hours. Estimating one-half the burden to be machine over- 
head and that machines are in operation one-half the time, the 
resulting rates would be 20 cents per hour man rate and 40 cents 
per hour machine rate. The machine rate should be distributed 
over the different classes of machines. For example, class A 
machines may require a rate of 15 cents and class B ma- 
chines a rate of 25 cents, depending upon the size of the machine, 
constancy of use, investment, etc. At the end of the first 
month’s operation, or as soon as definite figures can be obtained, 
adjustment of these man and machine overhead rates should be 
commenced in order that they may be brought as rearly as pos- 
sible into accord with actual results instead of estimates. By the 
end of a year the rates should be established so that they will very 
nearly absorb the overhead charges. Of course, if the factory oper- 
ates under minimum production capacity, it will be necessary to 
make allowance for this in fixing rates. Under such conditions part 
of the overhead would be chargeable to undcr-capacity loss and 
should not be carried into cost of the product. 

Besides finished and in-process merchandise stock, the stores 
cards should show the amount on hand and cost value of all 
articles and material used in the factory. When invoices are re- 
ceived and approved the merchandise represented therein should 
be entered on the stores cards in the manner indicated by the card 
headings. Withdrawal of stock has already been explained. 

The stores cards should be frequently proved by counting the 
material in stock. There will always be discrepancies of more 
or less amount between the actual amount of stores and the 
amount shown on the cards. These differences should be 
immediately rectified by changing the card figures after carefully 
rechecking the count. 

At the close of any period the amount by which the stores 
cards’ aggregate balance total disagrees with the general ledger 
stores amount should be adjusted by crediting or debiting stores 
and cor ra debiting or crediting adjustment account, 
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Sales should be recorded by means of the duplicate bill system. 
Upon the duplicates the bookkeeper enters the cost values of all 
items and totals them. The duplicates are then entered in the 
sales register. In the sales register the total amount of the bill 
as charged to the customer is entered in the sales column. The 
total cost is enteed in the cost-of-sales column. The total of all 
material or merchandise that was withdrawn from stores is en- 
tered in the stores column. Any articles that come from other 
sources, such as machinery and tools, should be entered in the 
sundries column, and the account, such as machinery and tools, 
should be indicated. 

The monthly total of the sales column should be entered to the 
debit of accounts receivable and to the credit of sales account in 
the general ledger. The monthly total of cost-of-sales column 
should be entered to the debit of cost-of-sales account in the gen- 
eral ledger. The monthly total of stores column should be en- 
tered to the credit of stores account in the general ledger. All 
items in the sundries column should be entered to the credit of the 
various accounts indicated. 

In a complete discussion of accounts and costs for the many- 
facture of wood veneer there would be many details which have 
not been mentioned in this paper, but it is believed that the im- 
portant features have been sufficiently explained to enable any 
minor problems that might arise to be worked out with compara- 
tive ease. The cost data brought together would be invaluable in 
fixing prices, and the summarized figures in the monthly state- 
ments from the general ledger containing such information as cost 
of sales, overhead, under-capacity loss, etc, would afford an inter- 
esting and profitable study for the manufacturer who is endeavor- 
ing to learn how to direct the course of his business and prevent 
waste. 














Accounts of -Instalment Furniture Dealers* 


By Henry G. GREENFELD 


The income-tax regulations (article 42 of regulations 45) 
permit dealers engaged in the sale of furniture on the instalment 
plan to determine their incomes by 

I. considering the gross profit on an instalment sale as 
realized at the time the sale is effected, or 

2. considering only such part of the gross profit on an 
instalment sale as realized as is collected in cash. 

As no particular problems present themselves in keeping ac- 
counts in accordance with the first method, this discussion will 
be confined to the dealer keeping his accounts according to the 
second method. 


The original record of sales is the order sheet prepared by the 
salesman making the sale. The order sheet should be prepared 
in duplicate so that the original may serve as an office copy and 
the duplicate as a combination shipping order and delivery re- 
ceipt. Should it be desired to supply the customer with a copy 
of the order, it would, of course, be necessary to prepare the 
order in triplicate, but this is not a customary practice in the 
trade, 

The sales subdivide themselves into three classes: cash sales 
including C. O. D. sales, charge sales and instalment sales. 
Cash and C. O. D. sales may both be entered in one cash 
sales register, which should have column headings to show 
1. Register number 
2. Date 
. Customer 
. Address 
Date to deliver 
. Amount of sale 
. Cash sale 
Deposit 
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* A thesis presented at the May, 1920, examinations of the American Institute of 
Accountants. 
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g. Balance due 
10. Date delivered 
11. Balance collected 


Should the C. O. D. sales, however, be numerous, it would be 
advisable to keep them in a separate C. O. D. register. In hand- 
ling cash and C. O. D. sales the sales should be registered, the cash 
turned over to the cashier and the sales slips stamped so as to 
show whether they are cash sales or C, O. D. sales. The original 
slips should then be turned over to the bookkeeping department 
and the duplicates to the shipping department. 

In the case of charge and instalment sales, the credit depart- 
ment will be called to pass on the sale before any further action 
is taken. Should this department approve the sale, notation of 
that fact should be made on all copies of the sales order; the 
necessary leases or mortgages should be drawn, signed by the 
customer ; the sale should be registered in the charge and instal- 
ment sales register; and any cash deposit on the sale should be 
turned over to the cashier. The duplicate copy of the sales order 
may then be turned over to the shipping department and the orig- 
inal to the bookkeeping department. The charge and instalment 
sales register should be headed to show 


. Register number 
Date 

. Customer 

. Address 

. Date to deliver 

. Amount of sale 

. Charge sale 

. Instalment sale 

. Deposits on sales 
10. To collect on sales 
11. Date delivered 
12. Amount collected 


The sales should be checked against the shipping orders and 
the records of the shipping department as well as the cashier’s 
record regularly, so as to complete the record as contained in 
the sales registers. 

Upon receipt of the duplicate shipping order, the shipping 
department should call for the furniture from the stock clerk 
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and prepare the necessary route lists. Should the stock clerk be 
unable to supply all the furniture required, that fact should be 
noted on the original shipping order and a short-shipment ticket 
in duplicate should be prepared, one copy of which should go to 
the office and the other be retained by the stock clerk until the 
furniture becomes available and is shipped. 

There should be kept in the shipping department a continu- 
ous record of all shipments made, showing 


. Date 

Cash sale register number 

Charge and instalment sale register number 
Name 

Address 

Amount to collect 

Name of driver 

. Time left 

. Receipt returned 

. Remarks 


COHYAKE WH H 


_ 
° 


Should any shipment be refused by the customer, notation 
should be made by the driver on the shipping order and turned 
in to the shipping department, which should cause to be prepared 
a credit memorandum covering the items refused. This credit 
memorandum should be checked by the stock clerk at the time he 
replaces the furniture in stock and should be approved by some 
one in authority before being passed to the books. This depart- 
ment should prepare daily and turn in to the office a list of all 
shipments made and C. O. D.’s collected. 

Detail records should also be kept in this department of loads 
carried by individual trucks, miles run and cost of operating the 
trucks so as to form a basis for comparison of the work done 
by the several trucks in use. 

No merchandise should be accepted for return except when 
authorized by the issuance, by the office, of a “bring-back” ticket. 
Returns of current year sales should be segregated from de- 
faults and returns of prior year sales and be entered in a return 
register. 

The handling of defaults, allowance and returns of prior years 
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is a troublesome one, as it is necessary to assemble the follow- 


ing information with respect to each entry. 


I. 
. Cost of goods sold 

. Amount of profit to be realized 

. Cash collections prior years, yearly 
. Cash collections current year 


Atm & WwW Wb 


N 


8. 
9. 


10. 


Amount of sale 


Profits reported in prior years, yearly 


. Amount to be charged to unrealized gross profits on 


instalment sales 

Present value of merchandise repossessed 

Amount to be charged to realized profits on instalment 
sales 

Amount to be credited to customer 


By indicating the above on each credit memorandum, however, 
it becomes possible to summarize the totals in a special defaults 
journal and place the facts on the books. The defaults journal 
should be headed as follows: 


12. 
13. 


14. 


Date 

. Credit memorandum register number 
Name 
Folio 


. Amount of sale 


Cost of goods sold 
Amount of profit to be realized (col. 1-2) 
Cash collections prior years 


. Cash collections current year 
. Profits reported in prior years 
. Amount to be charged to unrealized gross profit on 


instalment sales (col. 7-10) 

Present value of merchandise repossessed 

Amount to be charged to realized profits on instalment 
sales (col 6 + 10 — (col 8 + 9 + 12) 

Amount to be credited to customers (col 11 + 12 


+ 13) 


The cash records consist of the collectors’ daily and weekly 
reports, cashier’s daily sheets, the cash receipts book and the 
cash disbursements book. Collectors should be required to turn in 
a daily report with their cash collections. These reports after 
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being checked by the cashier should be numbered consecutively, 
listed in the cashier’s daily sheets and turned over to the book- 
keeping department before being filed permanently. In addition, 
collectors should be required to turn in a weekly report covering 
total cash collected by them during the week. This report should 
be handed in either to the collection or credit manager, dependent 
on which one is in charge of collections, so as to enable him to 
judge the ability of the collectors. The cashier’s sheets which 
contain a complete record of all cash collections made by the 
collectors should be numbered consecutively, proven with the daily 
deposit, summarized in the cash receipts book, and then turned 
over to the bookkeeping department. Cash registers in the cash- 
ier’s department will be found useful and will provide an addi- 
tional safeguard for the cash. 

The cash receipts may be audited by comparison of the daily 
deposits with the daily receipts and a check of the cashier’s 
sheets against the collectors’ daily and weekly reports, the cash 
sales register, the charge and instalment sales register, the orig- 
inal sales slips, the cash register and the shipping department 
records. 

The cash disbursements book is a simple one and does not re~ 
quire any particular comment. 

With reference to the charge and instalment accounts, it is 
important that they be kept posted continuousiy up-to-date. When 
posting sales to these accounts, “soft sales,” i. e. sales of soft 
goods, which have very little value in case of default, should be 
distinguished from “hard sales,” so as to guide the credit depart- 
ment as to the extent it may press delinquent customers for pay- 
ment. Postings to the customers’ accounts should, in the case of 
sales, be made from original order sheets; in the case of cash 
collections from cashier’s sheets and collectors’ reports; in case 
of returns, from credit memoranda; and in case of cash refunds 
from cash refund authorizations. Posting machines will be found 
of great value in this class of work because of the large volume of 
the postings and the need of proving quickly. 

In the case of the instalment accounts, it will also be found 
desirable to maintain controlling accounts for each one or two 
thousand accounts. These controlling accounts need not be kept 
on the general ledger but may be kept in a memorandum record 
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supporting the instalment accounts controlling account on the 
general ledger. 

After all postings to the customers’ accounts have been made 
for the day, the accounts affected by the day’s postings should 
be compared with the collectors’ cards and the latter should be 
brought into agreement with the ledger accounts. Should any of 
the collectors’ cards not be on hand, notation of postings and 
balances due may be made on a blackboard in the collectors’ room 
or a report should be drawn up and posted in the collectors’ room 
so that the collectors may be able to bring their cards up to date 
when they come in. 

Refunds should not be made except on the authority of either 
the credit department or the store manager or an assistant to whom 
the power has been delegated, nor should a cash sale or C. O. D. 
sale be cancelled except on similar authority. If this rule be not 
observed, serious abuses may develop. 

Purchase bills should be compared with original orders and 
the receiving records before being approved for entry. It will 
be best for the receiving department records to be constructed 
without reference to either bills or lists of the merchandise ex- 
pected, as otherwise there will be a tendency to pass the merchan- 
dise received without a proper count. 

Both purchase and expense bills may be entered in a voucher 
register and the vouchers may be prepared in duplicate so that one 
may serve as an office record and the other as a pay statement. 
At the time the vouchers are drawn care should be taken to 
prepare separate vouchers for bills of different maturities. All 
vouchers entered should be settled by cheque. Current cash re- 
ceipts should not be used for this purpose. The audit of pur- 
chases and expenses may then be made by comparing the approved 
vouchers and the bills attached with the receiving department 
records, the voucher register and copy of original orders placed 
and checked against the cash records for payment. Small inci- 
dental expenses should be paid out of a petty cash fund, which 
should be replenished from time to time by passing through a 
voucher for expenditures made. 

Excepting the item of unrealized gross profits on instalment 
sales, the assets and liabilities of instalment dealers are similar 
to the assets and liabilities of other retail dealers. The item 
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unrealized gross profits on instalment sales represents the amount 
of profit to be realized on instalment accounts appearing as an 
asset on the balance-sheet when collected in cash. 

The expenses of instalment dealers do not differ materially 
from the expenses of other retail dealers, with the one exception 
that collection expenses are much higher. With respect to in- 
come, however, special treatment is required. 

For this purpose the sales are divided into two classes 

Class 1. includes cash sales, charge sales and instalment 
sales on which an initial payment of 25 per cent 
or more is made. 

Class 2. includes all other instalment sales. 

To determine the gross profits to be taken into income, it is 
necessary to include all the gross profit on sales of class 1 and 
that proportion of gross profit on sales of class 2 which is real- 
ized by cash collection. 

The first step to be taken is to determine the cost of the 
goods sold and the proportion of that amount which should be 
charged against each of the two classes of sales. Should no 
records covering this distribution be available, it may be pro-rated 
on the basis of sales. 

The application of the cost of the goods sold against the 
sales of class 1 gives the gross profit on sales of class 1. 

With respect to class 2, however, the difference between the 
sales and the cost of the goods sold is the amount of unrealized 
gross profit on instalment sales. 

Journalized the above entries would read: 


1. Sales class I ae? 
To cost of goods sold Giacses 
Profit and loss sales class 1 $...... 
To close the above accounts and determine gross profit 
thereon. 
2. Sales class 2 ae 
To cost of goods sold Sere 
Unrealized gross profit 
on instalment sales Be chaie 


To close the sales account into its component parts. 
The second step is to determine the amount of unrealized gross 


131 














The Journal of Accountancy 


profits on instalment sales which has been realized. To do this, 
it is first necessary to ascertain the cash collections on instalment 
accounts, including collections on instalment sales of prior years, 
and then to take that proportion of the cash collections which the 
amount credited to unrealized gross profits on instalment sales, 
as shown by journal entry 2, bears to the sales shown in the same 
entry. Before taking the proportion of cash collections shown 
above, however, there should be excluded from cash collections the 
amount collected during the current year on defaulted accounts. 
This step may be journalized as follows: 


3. Unrealized gross profit on instalment 


sales Behrens 
To realized profits on instalment 
sales ere 
Se per cent of cash collections on instalment ac- 


counts for year realized, collections... .. 

The third step is concerned with the handling of defaults, re- 
turns etc. 

Treasury regulations provide that when the vendee defaults and 
the dealer is unable to recover personal property sold, the dealer 
should report as a loss the difference between the total amount 
actually received and the cost of the goods sold plus the amounts 
returned as profit from sales in former years. Should the dealer 
recover the personal property sold, his loss would be decreased by 
the present value of the property recovered. Assuming, then, a 
case in which the dealer recovered personal property, the entry 
appearing on his books would read 


4. Property repossessed §...... 
Unrealized gross profit on instal- 
ment sales Bi ivsas 
Realized profits on in- 
stalment sales | ARR 

To accounts receivable Di dient a 
For amount of default 
Cost of goods sold Piesidns 
Amount returned as 
profits in prior years ...... 
Total ae 























Accounts of Instalment Furniture Dealers 





Amounts recovered $...... 
Merchandise 
repossessed iti. eh es ws 





Amount chargeable 

to realized profits 

on instalment sales a 
Unrealized gross 

profit on 

instalment sales =... 
Amount to be 

credited to 

customers Deakins 


Returns of current year’s sales and allowances thereon should 
be charged against the sales account before applying the cost of 
goods against that account. 


The stock records should be kept on cards and should be ar- 











ranged so as to show 
1. Name of manufacturer 
2. Manufacturer’s number 
3. House number 
4. Description 
5. Purchase order number, date and quantity ordered 
6. Date, voucher number and quantity received 
7. Cost price, which usually is in code 
8. Date, sale number and quantity sold 
9. Balance 
As stock is normally held in part at the retail store and in 
part at one or more warehouses, it is best to have a different colored 


card used for each place at which merchandise is stored. Transfer 
slips should be used to cover shipments from one place to an- 
other. 


The finding of customers’ names and addresses sometimes pre- 
sents a peculiar problem. This is especially true of dealers selling 
to non-English-speaking customers, who frequently possess names 
which do not sound as they are spelled or are unable to pronounce 
their names with sufficient distinctness to enable one to find them in 
the ordinary index. This difficulty may be overcome by keeping a 
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special index arranged by towns and streets, as such customers 
usually are able to give their addresses. In keeping an index of 
this kind, a new card should be placed in the files every time a 
customer changes his address, but the old one should not be 
disturbed, as past experience shows that customers sometimes re- 
member old addresses and not the new. 
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EDITORIAL 
Breaking In 


From time to time it seems to be necessary for THE JouRNAL 
or AccoUNTANCY to discuss the question of breaking into the 
accounting profession. Innumerable inquiries are received by let- 
ter or word of mouth as to the proper course of action to be pur- 
sued by a young man or a young woman who desires to enter 
public accounting and has no preliminary experience upon which 
to base a claim for consideration. 

We have endeavored to discuss this question with absolute 
fairness to both sides, but it may not be amiss to revert to it. 

The following letter is a specimen of the complaints which are 
made in regard to the difficulty of entering the profession. 


Editor, The Journal of Accountancy: 

Sir :—Several times on various occasions I have read articles in THE 
JourNAL oF ACCOUNTANCY by prominent accountants of the United States 
which lamented the fact that young men of to-day were not going into the 
accounting profession in larger numbers. The articles spoke of the dignity 
of such a calling, the pecuniary advantages, and the opportunity of exercising 
every ounce of a man’s ingenuity and ability. It was a “fitting field” for 
brainy men. 

Yet I honestly believe with all sincerity that these writers are doing one 
of two things—either they are closing their eyes to the true state of affairs 
or they are trying to deceive both themselves and the accounting profession 
in general. This is the reason why: 

Correspondence schools teaching accountancy are continually emphasizing 
the fact that accountancy students are in great demand at fancy salaries. 
The above-mentioned letters would seem to substantiate the facts. Young 
men by the scores enroll in the course on the strength of this statement. 
When they have reached a certain point they feel that they should have 
practical experience along with the theoretical. They apply for work in a 
public accountant’s office, stating they are willing to do most any kind of 
work to get the experience, if a decent living wage is offered them. 

Yet time after time, with disheartening regularity, they are told that if 
they were experienced men they could be used, but in the circumstances ayy 
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inexperienced man would be too expensive an investment. Always they 
must be experienced to land a job; but where in the name of Heaven are 
they to get the experience—the start? You forget your start, and the fact 
that every man must make a beginning. 

And then you turn around in the next breath, and say, dolefully: 
“Why don’t young men come into the profession?” 

Large corporations to-day are conducting industrial schools for the pur- 
pose of educating their workers by the hundreds. They wouldn’t do it if 
it didn’t pay. Yet public accounting firms large enough to have branches 
in nearly every large city in the United States can’t afford to take one man 
into training because of the expense incurred. Personally, if I were an 
accounting executive I would be on the lookout for wide-awake, ambitious 
young men who were really anxious to get into public accounting. I would 
consider it part of my job as an executive. 

To get down to personal cases: I wrote the following letter to 18 
C. P. A.’s of this city. I received answers from two, one stating he had 
nothing of interest to me, the other stating that he could use me if I were 
experienced. The others did not have courtesy enough to reply: 


Is Tuts oF VALUE To You? 

Dear Sir: 

1. Young man—26 years old—university education. 

2. Commissioned officer in the army during the war. 

3. Wide experience in general clerical work. 

4. Recent special training in auditing department of large industrial 
corporation with whom he is still employed. 

5. Experienced in handling general ledger and controlling accounts. 

6. Special training in higher accountancy by reason of course with large 
correspondence school. 

7. Ambitious and determined to become a C. P. A., and desirous of 
connecting with a public accounting firm in any capacity. 

8. As evidence of sincerity he is willing to leave his present position. 
Present salary a secondary consideration if given a chance to make good. 

9. References furnished on request. 

I believe these qualifications should be of value to you. Would be 

glad to call on you personally if you will write or phone me at the address 


shown below. 
* * _ ~ 


I am not basing my observations on this one experience. I have tried 
before to break into the accounting field, with the same result. And I know 
personally other young men who have had the same experience. 

Don’t misunderstand me. I am not railing against fate because I can’t 
land a job. I have a good job with a good company, and would probably 
have to start in accounting work at a lower salary. But I want to do public 
accounting work, and will do it if given a chance. What I am concerned 
with is the hypocritical remarks of certain prominent accountants in at- 
tempting to give the idea that young men are not trying to get into the 
accounting profession. 

If correspondence schools are misrepresenting the facts when they state 
that accountancy students are in great demand, then the American Institute 
of Accountants is a large and powerful enough body, with enough influence 
to see that such advertising is stopped. 

Yours truly, 
Los Angeles, July 22, 1920. 

P. S.—I would be grateful if you could find it possible to publish this 
letter, in order that practising accountants may justify their position, if 
they care to, C. A. H. 
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Editorial 


There are several statements in this letter which are the result 
of obvious misunderstanding. For example, we doubt if any re- 
putable member of the accounting profession would attempt to 
excuse the flamboyant and utterly misleading advertising of some 
so-called correspondence courses in accounting. Many of the 
advertisements are so ridiculous in their claims that we have not 
much sympathy for anyone who is deceived by them. 

The experience of the author of the letter in failing to obtain 
employment may be due to circumstances of which we have no 
knowledge whatever. It is absurd to express himself as he does in 
regard to the failure of accounting offices to reply to his circular 
letter. If every business office were to attempt to reply to all cir- 
cular letters which are received, the profit to the United States 
mails might be considerable, but the loss to business would be 
incalculable. Most circular letters find their way to their de- 
served destination in the waste basket. 

Our correspondent’s argument on another point is unfortunate. 
If every large accounting firm in the country were to take one man 
into its employ the number of accessions to the accounting pro- 
fession in the course of a year would not be sufficient to cause any 
general labor shortage in other vocations. 

There is, however, force in the argument that the young man 
without experience is not always wanted in an accountant’s office. 
Many firms do what our correspondent seems to think is not 
done—there is many a man employed by accountants and carried 
on the payroll for months without being worth anything to the 
employer. Indeed, it is doubtful if there are many accounting 
offices in the country in which men are not being trained from the 
kindergarten stage upward. The difficulty of breaking in never- 
theless exists, and, frankly, it is hard to see how that difficulty can 
be entirely overcome. An apprentice in a British office serves five 
years without compensation and generally pays a premium for 
the privilege. Presumably before the close of the five years he is 
of some value to his employer. It is certain that when the five 
years are ended he must have demonstrated either his utter unfit- 
ness for the profession or his ability to practise. 

It is absolutely true that there is always a scarcity of quali- 
fied men for public accounting work. Even in the dullest days 
of the year a good senior accountant should have no difficulty in 
finding employment in an accounting office. 
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But what shall be said of the young man starting, as our 
correspondent appears to be? 


On his own showing he is entirely without experience; his 
value to prospective employers is problematical; his fitness for 
the accounting profession is unknown—in such circumstances is 
it astonishing that there is no great desire to afford an opening? 


The easiest solution of the problem would be the introduction 
of the apprenticeship system, but, of course, every American 
knows that the serving of articles is entirely repugnant to the 
American idea. We shall never see its introduction here. 


In the absence of a solution of the problem the best advice we 
can offer is of no great value, but this may be said without fear of 
contradiction: that the young man and possibly the young woman 
(although the chances are less likely in the latter case) who has 
fundamental theoretical knowledge, adequate education and at- 
tractive personality can generally find an opening in the vocation 
which he or she desires to enter, 

There are ways of seeking entrance which are almost certain 
to fail. There are others which are nearly as certain to succeed. 
The record of our correspondent indicates a fair amount of 
desirability. We shall be much astonished if some of our readers 
do not write and ask us for his name and address—and that will 
be a refutation of his charges. 





Misuse of Accountants Certificates 


A recent issue of THE JouRNAL oF ACCOUNTANCY contained 
editorial comment on the misuse of accountants’ certificates. At- 
tention was drawn to the danger which lies in the publication of 
a portion of a certificate or financial statement without the context. 

The most notorious incident on record of the perversion of the 
written word by omission is Bismarck’s mutilation of the Ems 
dispatch which induced the Franco-Prussian war. All decent men 
everywhere damn the iniquity of that offense; yet many over- 
look the comparatively unimportant criminality which attaches 
to the omission of essential statements in a financial report. Such 
an offense seems insignificant compared with an international inci- 
dent, but the principle or lack of principle is the same. No essen- 
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tial phrase or word or punctuation mark should be omitted if 
by such omission the intent of the writer is distorted. 

Accountants are awaking to the danger which lies in con- 
densation of their reports and some of them are insisting upon a 
clear, full reproduction of their original certificates and statements. 

A method adopted by one prominent firm is worthy of consid- 
eration. Every report emanating from that firm bears the fol- 
lowing printed note: 


“The publication of any condensation or modification of statements 
herein contained, or the use of our certificate detached from its context, or 
the use of our name in connection with the sale of securities or other pub- 
licity will not be sanctioned unless first submitted for our approval.” 


This limitation upon the use of an accountant’s report if 
generally adopted would go far to prevent deception of the pub- 
lic such as is too easily effected if financial statements be pub- 
lished in any form not fully reflecting the facts. 
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Income-tax Department 


Epitep sy STEPHEN G, Rusk 


Treasury decision 3029, set forth below, must relate to taxation under the 
revenue act of October 3, 1913, only. 

The law which permits the government to tax income from isolated 
transactions of a taxpayer entered into for profit but does not permit de- 
ductions for losses sustained in such transactions has caused much adverse 
criticism. 

Judge Grubb makes the observation in rendering his decision in the case 
of Eugene W. Mente vs. Mark Eisner, Collector of Internal Revenue, 
that “tax laws are not required to be perfect or even consistent.” That the 
revenue act of 1913 was not perfect nor consistent in its provisions is a fact 
that has generally been accepted, but because of the comparatively low rates 
of taxation in effect at that time no great amount of protest was made against 
its unjust provisions. 

When it is remembered that one particular imperfection in the law of 
1913 Was recognized at once by all whose taxes were affected by the defective 
language, and when it is remembered also that the revenue acts of 1916-17 and 
of 1918 rectified this imperfection, by allowing taxpayers to deduct losses 
sustained in “transactions entered into for profit but not connected with the 
business or trade,” it is difficult for the laity to understand why a court 
decision made as lately as May 3, 1920, should adhere so closely to a treasury 
decision of October 14, 1914. 

It is obvious that those responsible for the 1914 treasury decision con- 
fined themselves strictly within the most limited interpretation of the language 
of the act under consideration without regard for its imperfections. That the 
department was inspired by the highest motives is acknowledged without 
argument, but it would seem that administrative discretion should have been 
considerably extended, to the end that grave injustice might not be wrought 
by an interpretation so narrow. 

We have no intimate knowledge of the facts in the Mente vs. Eisner case, 
and our observations are not made with specific reference to it. We are 
thinking only of the principle involved. 

That this decision of Judge Grubb relates only to the revenue act of 1913 
is shown by the following excerpts from the regulations (No. 33) apper- 
taining to the 1916-17 revenue act and section 214, paragraph 5, of the 
revenue act of 1918. 

Article 8, fifth paragraph of regulations No. 33, of the 1916-17 law, 
setting forth that which is properly deductible from gross income, reads as 
follows: 


“Losses actually sustained during the year in transactions entered into 
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for profit but not connected with his business or trade to the extent of but 
not exceeding the profits arising from such transactions.” 

Section 214 (a), paragraph 6, of the revenue act of 1918, under the head- 
ing “deductions allowed,” reads as follows: 

“Losses sustained during the taxable year and not compensated for by 
insurance or otherwise, if incurred in any transaction entered into for profit, 
though not connected with the trade or business; but in case of a non- 
resident alien individual only as to such transactions within the United 
States.” 

From the above it is evident that Judge Grubb’s decision has no effect 
upon tax returns made for any taxable year beginning with or since January 
1, 1916, and it is also evident that, in the passage of the later law, congress 
recognized the inconsistency in the former law. 

Treasury decision 3029 follows: 


(T. D. 3029) 
Income tax 
Section 214 (a), 4, 5, 6, Article 141: Losses 
Income Tax: Act of October 3, 1913, Section II—Deductions 


1. A member of a firm engaged in the business of manufacturing is 
not entitled to deduct from his gross income a loss sustained by him upon 
the sale of shares of stock. 

2. The language “losses incurred in trade” must be construed as meaning 
losses incurred in the actual business of the taxpayer as distinguished from 
isolated transactions. 


UNITED STATES CIRCUIT COURT OF APPEALS FOR THE 
SECOND DISTRICT 


Eugene W. Mente, Plaintiff in Error, vs. Mark Eisner, Collector of Internal 
Revenue, Defendant in Error. 


[May 3, 1920] 

Ward, circuit judge: Section II, subdivision 2(b), of the act of 
October 3, 1913, provides that in computing net income for purposes of 
normal tax there shall be allowed as a deduction: 

* * * Fourth: losses actually sustained during the year incurred in 
trade, or arising from fires, storms or shipwreck and not compensated for 
by insurance or otherwise. 

Mente, a member of the firm of Mente & Co., engaged in the business 
of manufacturing jute bags and bagging, cotton bags, and materials for 
covering cotton bales, filed his income returns for the year March 1 to 
December 31, 1913, and for the whole year of 1914. He had for some three 
years been buying and selling cotton on the cotton exchange for his indi- 
vidual account, in no way connected with the business of Mente & Co., and 
he deducted from his gross income in each year losses sustained in the year 
resulting from these transactions as “losses incurred in trade.” 

Eisner, as collector of internal revenue for the third district of the state 
of New York, assessed an additional tax upon these deductions, which Mente 
paid under protest, taking an appeal to the commissioner of internal revenue 
under sections 3220 and 3228, United States Revised Statutes, and the regu- 
lations of the secretary of the treasury in pursuance thereof, who rejected 
his claim. Thereupon Mente began this action against Eisner as collector to 
recover the amounts so paid, with interest and costs, 
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Treasury decision 2090, dated October 14, 1914, reads: 


Loss, to be deductible, must be an absolute loss, not a speculative or 
fluctuating valuation of continuing investment, but must be an actual loss, 
actually sustained and ascertained, during the tax year for which the deduc- 
tion is sought to be made; it must be incurred in trade and be determined and 
ascertained upon an actual, a completed, a closed transaction. The term 
“in trade,” as used in the law, is held to mean the trade or trades in which the 
person making the return is engaged; that is, in which he has invested 
money otherwise than for the purpose of being employed in isolated transac- 
tions, and to which he devotes at least a part of his time and attention. 
A person may engage in more than one trade and may deduct losses incurred 
in all of them; provided that in each trade the above requirements are met. 
As to losses on stocks, grain, cotton, etc., if these are incurred by a person 
engaged in trade to which the buying and selling of stocks, etc., are incident 
as a part of the business, as by a member of a stock, grain or cotton exchange, 
such losses may be deducted. A person can be engaged in more than one 
business, but it must be clearly shown in such cases that he is actually a 
dealer, or trader, or manufacturer, or whatever the occupation may be, and 
is actually engaged in one or more lines of recognized business, before losses 
can be claimed with respect to either or more than one line of business, and 
his status as such dealer must be clearly established. 

Both parties having moved for the direction of a verdict, Judge Grubb 
directed a verdict in favor of the defendant. 

We think that the language “losses incurred in trade” are correctly 
construed by the treasury department as meaning in the actual business of 
the taxpayer as distinguished from isolated transactions. If it had been 
intended to permit all losses to be deducted it would have been easy to say 
so. Some effect must be given to the words “in trade.” 

There is an inconsistency in making profits derived from such trans- 
actions a part of the taxpayer’s gross income and on the other hand allowing 
him no deduction for losses. But tax laws are not required to be perfect or 
even consistent. It must be determined from the facts in each case whether 
or not the losses claimed to be deducted have been incurred in a business, 

In this case the court must be taken to have found as matter of fact 
that these transactions in 1913 and 1914 did not constitute a business. Such 
a finding is binding upon us. 

Judgment affirmed. 





Treasury decisions 3030 and 3031 amend and amplify the regulations con- 
cerning withholding taxes at the source, and comment upon them perhaps is 
superfluous. 


Section 256, article 1078 (a): Foreign items presented T. D. 3030 
for collection unaccompanied by ownership certificates. 


The final edition of regulations 45 is amended by inserting immediately 
after article 1078 an article which will be known as article 1078 (a), as 
follows: 

Art. 1078 (a). Foreign items presented for collection unaccompanied by 
ownership certificates—If the foreign item is an interest coupon detached 
from bonds containing a tax-free covenant clause, issued by a foreign country 
or corporation having a paying agent in the United States, an affidavit and 
ownership certificate, form 1000, revised, shall be furnished as provided in 
article 368. 

In the case of other foreign items which are received unaccompanied by 
an ownership certificate and the owner is unknown, an affidavit shall be 
required of the payee, showing the name and address of the payee, the name 
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and address of the debtor organization, the date of the dividend cheque or 
the maturity of the interest coupon, the name and address of the person from 
whom the dividend cheque or interest coupon was received, and a statement 
that the owner of the securities is unknown to the payee. The first bank 
receiving such foreign item shall prepare a certificate of ownership, form 
1oo1A, revised, crossing out the word “owner” and substituting therefor the 
word “payee.” The first bank shall stamp or write across the face of the 
certificate “affidavit furnished,” adding the name of the bank. Thereupon 
the affidavit and certificate shall be forwarded to the commissioner as pro- 
vided in article 1079. 


Section 256, article 1078: Ownership certificates for T. D. 3031 
foreign items. 


The final edition of regulations 45 is amended by amplifying article 1078 
so as to read as follows: 

Art. 1078. Ownership certificates for foreign items—(a) When bonds 
of foreign countries, or bonds or stocks of non-resident foreign corporations, 
are owned by citizens or residents of the United States, individual or 
fiduciary, by domestic or resident foreign corporations, or partnerships, or 
by personal-service corporations, ownership certificate, form roorA, revised, 
shall be executed by the actual owner or by his duly authorized agent when 
presenting the item for collection, whether such item is a dividend or an 
interest payment, except in the case of a foreign country or a foreign cor- 
poration having a fiscal agent or a paying agent in this country and issuing 
bonds which contain a tax-free covenant clause. In such a case the fiscal 
agent or paying agent is required to withhold the normal tax of 2 per cent 
from the interest on such bonds and ownership certificate, form 1000, revised, 
modified to show the name and address of the fiscal agent or the paying agent, 
should be used, unless the owner (if so entitled) desires to claim exemption, 
in which case form 1oorA, revised, should be filed. (b) When such foreign 
bonds or stocks are owned by non-resident alien individuals, corporations 
or partnerships, ownership certificate, form 1001A, revised, shall be used on 
behalf of such owners by any responsible bank or banker, either foreign or 
domestic, having knowledge of such ownership. In such a case the bank or 
banker need not fill in the names of the owners. 





Treasury decision 3032, simply makes more definite the latest date pos- 
sible for notification to the collector for transmission to commissioner of the 
change of a taxpayer’s accounting period. The amendment to article 26 of 
regulations 45, consists of a change in the language of “(b)” of that article, 

It formerly read as follows: 


“At least thirty days before the due date of his return on the basis 
of the proposed taxable year.” 


It is amended to read as follows: 


“At least thirty days before the due date of his separate return for 
the period between the close of the existing taxable year and the date 
designated as the close of the proposed taxable year. The due date of 
the separate return for such period is the fifteenth day of the third 
month following the close of that period.” 


The full text of the decision follows: 

Section 212, article 26: Change in accounting period. T. D. 3032 
Art. 26 of regulations 45 is hereby amended to read as follows: 
Art. 26. Change in accounting period—If a taxpayer changes his ac- 
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counting period, and not merely his taxable year to conform with his existing 
accounting period, he shall as soon as possible give to the collector for trans- 
mission to the commissioner written notice of such change and of his reasons 
therefor. The commissioner will not approve a change of the basis of com- 
puting net income unless such notice is given at a time which is both (a) 
at least thirty days before the due date of the taxpayer’s return on the basis 
of his existing taxable year, and (b) at least thirty days before the due date 
of his separate return for the period between the close of the existing tax- 
able year and the date designated as the close of the proposed taxable year. 
The due date of the separate return for such period is the fifteenth day of 
the third month following the close of that period. If the change in the basis 
of computing the net income of the taxpayer is approved by the commissioner, 
the taxpayer shall thereafter make his returns upon the basis of the new 
accounting period in accordance with the requirements of section 226 of the 
statute, and his net income shall be computed as therein provided. See 
article 431. 





Treasury decision 3037 promulgates a decision of the supreme court of 
the United States that the salaries of the president and federal judges are 
not subject to income tax, on the ground that the laying of such tax upon 
these salaries is not in accordance with the constitution. 

The decision is only interesting to accountants as a matter of information, 
and as the full text of the decision is too voluminous for publication in THE 
Journat or AccouNTANCY a brief summary only is presented: 


(T. D. 3037) 
Income tax—Decision of Supreme Court 


1. Taxability of Salaries of President and Federal Judges. 

Stated in its broadest aspect, the contention involves the power to 
tax the compensation of federal judges in general, and also the salary 
of the president. 

2. Constitution Prohibits Diminution of Compensation. 

The constitution provides that the judge shall have a sure and con- 
tinuing right to the compensation, whereon he confidently may rely 
for his support during his continuance in office, so that he need have 
no apprehension lest his situation in this regard may be changed to his 
disadvantage. 

3. Purpose of the Prohibition. 

The primary purpose of the prohibition against diminution was not 
to benefit the judges, but to attract good and competent men to the 
bench and to promote independence of action and judgment. 


4. Prohibition Includes Taxation. 

The prohibition is general, and the reasons for its adoption make 
with impelling force for the conclusion that the fathers of the con- 
stitution intended to prohibit diminution by taxation as well as other- 
wise. 

5. Other Income Not Exempt. 

Apart from his salary, a federal judge is as much within the taxing 
power as other men are. And, speaking generally, his duties and 
obligations as a citizen are not different from those of his neighbors. 
But his compensation as a judge is protected from diminution in any 
form, whether by a tax or otherwise, and is assured to him in its 
entirety for his support. 

6. Judgment Reversed. 
The judgment of the district court (262 Fed., 550) reversed. 
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Students’ Department 


Epitrep By SEyMour Watton* 
(Asststep By H. A. Finney) 


AMERICAN INSTITUTE EXAMINATION, MAY, 1920 


In regard to the following attempt to present the correct solutions to the 
questions asked in the examination held by the American Institute of Ac- 
countants in May, 1920, the reader is cautioned against accepting the solutions 


as official. They have not been seen by the examiners—still less endorsed 
by them. 


ACCOUNTING THEORY AND PRACTICE—PART I 

Answer questions I, 2, 3 and any five other questions. 

Question No. I: 

The books of a concern recently burned out contained evidence of pur- 
chases, including inventory, of $200,000 and sales of $40,800 since the last 
closing. Upon investigation, however, the auditor ascertained that a sale 
of merchandise had been made just prior to the fire, and not recorded in 
the books, at an advance of two-fifths (2/5) over cost less a 10 per cent 
cash discount, on which the profit was $31,928.00. The past history of the 


business indicated an average gross profit of 50 per cent on cost of goods 
sold. 


(a) What amount should be claimed as fire loss? 
(b) What rate of gross profit do the transactions finally yield? 
Answer to Question No, 1: 


There are several elements of uncertainty in this problem. In the first 
place, the unrecorded sale was made at an advance of 40 per cent over cost, 
whereas the average gross profit of the past had been 50 per cent on cost. 
Does this mean that the recorded sales of $40,800 were also made at an 
advance of only 40 per cent instead of 50 per cent as in former years? 
Perhaps so, but the size of the unrecorded sale indicates that it was more in 
the nature of a bulk sale than a normal sale in the regular course of opera- 
tions. That being the case the rate of gross profit on this sale could be 
expected to be less than normal. 

In the second place, it is possible that the : :corded sales of $40,800 were 
made at a gross profit enough larger than 50 per cent to offset the 40 per 
cent on the unrecorded sales, and made the average 50 per cent for the period 
since the last closing. This is highly improbable, because a gross profit 
of over 400 per cent on the cost of the relatively small recorded sales would 
be necessary to offset the 40 per cent on the large unrecorded sale and bring 
the average to 50 per cent. All things considered, it seems fair to assume 





*The greater part of the matter for the Students’ Department for August and 
September was prepared by Mr. Walton shortly before his death.—Editor. 
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that the profit on the recorded sales averaged 50 per cent as in the past, and 


that the unrecorded sale was unusual. 


In the third place, should the rate of gross profit be computed before or 
after deducting the 10 per cent cash discount? Accepting the ro per cent as 
a true cash discount the rate should be computed before making the deduc- 
tion; but 10 per cent seems too large to be a true cash discount, and it is 
therefore considered a reduction of price, and the rate of gross profit is 


computed after deducting the discount. 


(a) Fire loss: 





IN EEC LEPTEALT TOE $200,000 
Deduct : 
Estimated cost of goods sold: 
NN RE re tee $40,800 
Less estimated profit—1/3 of $40,800 13,600 
Estimated cost of recorded sales... $27.200 
Unrecorded sale: 
Net cost = 100% 
Then selling price = 140% 
And 10% cash discount = 14% 
And net amount received = 126% 
And profit = 26% = $31,928 
i MO EEA, 5 nck ARE Ss ties 122,800 
Total estimated cost of sales......... 150,000 
Amount claimed as inventory......... $50,000 
(b) Rate of gross profit: 
(1) Treating cash discount as a reduction of price: 
Profit on recorded sales........ $13,600 
Profit on unrecorded sales... ... 31,928 
PEE i ro 2305 whccacebaks $45,528 
$45,528 + $150,000 =30.352% 
(2) Treating cash discount as a financial item: 
Cost of unrecorded sale........ $122,800 
Profit on unrecorded sale....... 31,9028 
Net amourt received........... $154,728, which is 90% of sell- 


$154,728 — .90 = $171,920 selling price 
Add recorded sales. ... $ 40,800 


TOR MEINE... cc ccc. css $212,720 


ing price. 
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Cost of recorded sales—estim’ed. $27,2c0 





Cost of unrecorded sales. ...... 122,800 
THE OOM. 660s ee $150,000 
Sales. tb tains waccckaaeen $212,720 
Less cost of sales.............. 150,000 





PO 20ds s FEE Seae scene $62,720 
$62,720 + $150,000 = 41.813 + % 


Question No. 2: 

From the balance-sheet of the Landsdale Monotile Company, dated De- 
cember 31, 1918, as below, together with the information following, show 
the trial balance before closing, 


Tue LanpspALE MonortiLe ComPANY 
Balance-Sheet, December 31, 19:8 


Assets Liabilities and capital 
Land & build’gs. $500,000 Capital stock............ $300,000 
Less reserve for Notes payable........... 350,000 
depreciation.. 120,000 $380,000 Accounts payable........ 158,000 
—_— Interest accrued payable.. 3,000 
Machinery and Pere Sai 314,000 
equipment ... $200,000 


Less reserve for 
depreciation.. 80,000 120,000 


U. S. Victory 

bonds ....... 100,000 
Merchandise — 

inventory .... 125,000 
CORE shatediinios 58,000 
Accounts receiv- 

GE veseccnses 250,000 
Less reserve for 

doubtful accts 12,500 237,500 


Notes receiv- 


Ce i sieklen 100,000 
Accrued interest 
receivable ... 4,500 
POE) vives’ $1,125,000 Teta... csessesievarans $1,125,000 





The accruals at the time of closing were: 

Interest on notes payable, $3,000; depreciation of buildings, $20,000 ; 
interest on notes receivable, $2,000; depreciation of machinery and equip- 
ment, $30,000; interest on Victory bonds, $2,500; provision for doubtful 
accounts, $12,500. The other nominal accounts closed out were: sales, 
$325,000; administrative expense, $50,000; cost of goods sold, $125,000; 
selling expense, $25,000. 
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Answer to Question No. 2: 
The trial balance can be obtained by setting up the following working 
papers, reversing the closing entries: 
Tue LANDSDALE MonoTILE CoMPANY 
Working Papers—December 31, 1918 
Trial balance 
Balance- Closing entries— before 
Desits sheet reversed closing 
Land and buildings....... $500,000 $500,000 
Machinery and equipment. 200,000 200,000 
U. S. Victory bonds...... 100,000 100,000 
Merchandise inventory... . 125,000 125,000 I 
RAR EAN os aS 58,000 58,000 
Accounts receivable....... 250,000 250,000 
Notes receivable.......... 100,000 100,000 
Accrued interest receivable 4,500 2,000 C 
2,500 E 
Administrative expense... 50,000 H 50,000 
Purchases (for inventory, 
OE BRS eae 125,000 I 
Purchases (for cost of 
RS ee 125,000 J 250,000 
Selling expense........ 4 25,000 K 25,000 
$1,337,500 $1,533,000 
CREDITS 
Eee $300,000 $300,000 
POR: snccc cece 350,000 350,000 
Accounts payable......... 158,000 158,000 
Interest accrued payable... 3,000 3,000A 
SS er eee 314,000 64,000 L 250,000 
Reserve depreciation, land 
and buildings........... 120,000 20,000 B 100,000 
Reserve depreciation, ma- 
chinery and equipment. . 80,000 30,000 D 50,000 
Reserve, doubtful accounts. 12,500 12,500 F 
Profit and loss (accrued 
ee 3,000 A 
Profit and loss (deprecia- 
tion, buildings)......... 20,000 B 
Profit and loss (interest on 
notes received)......... 2,000 C 
Profit and loss (deprecia- 
tion, mach’y and equip’t. 30,000 B 
Profit and loss (interest on 
Victory bonds)......... 2,500 E ° 
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Trial balance 
Balance- —Closing entries—~ before 
Desits sheet reversed closing 
Profit and loss (doubtful 
| Ry Se 12,500 F 
Profit and loss (sales).... 325,000 G 
Profit and loss (adminis- 
tration expense)........ 50,000 H 
Profit and loss (cost of 
SNE) i csvacsiecseiiie 125,000 J 
Profit and loss (selling 
EXpense) ........eeeee 25,000 K 
Profit and loss (net profits) 64,000 L 
LT EN 325,000G $325,000 





$1,337,500 784,000 784,000 $1,533,000 
Question No. 3: 


An abstract of the cash account of the collector and treasurer of the 
borough of Eloka is presented to you, showing the following figures : 


Receipts : 

On hand beginning of year.................. $ 2,000.00 
(General account $1,500.00, special. account 

being from assessments, $500. ) 
Taxpayers, on account of taxes.............. 47,000.00 
Assessments for improvements............... 1,000,00 
Licences, fees and permits.................. 1,800.00 
FRED oc nice Oks on ek atau eine ne waeeos + 300.00 
Emergency notes (to meet cost of repairing 

bridge wrecked by storm)............... 3,000.00 

Payments : 

Accounts payable (previous year)........... $ 1,300.00 
NR. saciid ices aah che €hiGLE bias cen oe 5,300.00 
PD: CII, os cane scnasacctadedeoads 19,000.00 
PEE Sica nnds ns 9 eye ns Gand ondeede 12,000.00 
NN WI San as schawss seve caguaresats 800.00 
Interest on funded debt............-....+-+- 2,250.00 
et MON 65d bans cnics on vndé ve ennusenne 10,000.00 
Raneies.00 BEBE: 00 6dssodrccccccesccssesnne 2,800.00 
Balance on hand end of year..............-+. 1,650.00 





$55,100.00 $55,100.00 


A copy of the budget adopted at the beginning of the year is as follows: 


Estimated revenue (licences, fees, etc., $1,500; interest, $200) $ 1,700.00 
Amount certified to be taxed. ..........ccceceeceeeeecreeeers 48,200.00 


$49,900.00 
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Appropriations: 


a a ee a es cu we ha enamioak $ 5,000.00 
EEE I CET term 19,500.00 
N.C Ocb ark. ins « eked Mains «a-ebukewhs sean 12,000.00 
—CERESIE Rrra ge Ore ne eee ener ae > nes Er 900.00 
TE Ree Oe De ete 2,500.00 
Nee ee do mad aie be 10,000.00 

$49,900.00 


The taxes assessed were, however, $49,700, instead of $48,200, but allow- 
ances were made amounting to $800, which reduced the amount actually col- 
lectible to $48,900. At the end of the year the following unpaid bills were on 
file : 

OL 2... cahin withaiaudinns do au os os48-0R RUA OOS $300.00 
NE occas i4ns asdbbes ein <énceskchasb weap 50.00 


At the beginning of the year there were uncollected taxes from previous 
years of $2,800, on the one hand, and unpaid bills $1,300, on the other hand, 
which, with the cash on hand, showed an apparent balance on general or 
current account of $3,000. At the same date the funded debt was $50,000, 
and unpaid assessments for improvements were $1,400, showing with the 
cash on hand on surplus account a net debt (excluding general account) 
of $48, 100. 

Prepare a balance-sheet at the close of the year (dividing it into its two 
main sections of current and capital accounts, respectively) and also a state- 
ment showing the operations for the year. State also what is the net debt 
of the borough at the close of the year. 

Answer to Question No. 3: 

To find the balance-sheet figures at the close of the year it is necessary 
to have— 

1—Balance-sheet of beginning of year: 

(a) Current fund balance-sheet. 
(b) Capital fund balance-sheet. 

2—Record of the budget adopted at the beginning of the year. 

3—Record of all financial transactions throughout the year. 

All items under I, 2 and 3 must be carried into the proper general ledger 
accounts. Since, in this problem, the items covered are so few in number, 
each account may be dealt with individually in the general ledger. When 
there is a number of accounts under each class of revenue and expenditure, 
such detail accounts may be carried in a subsidiary ledger, and each group 
of detail accounts may be controlled by a specific account in the general 
ledger. 

The following are the balance-sheets of the beginning of the year: 


Current Fund Balance-sheet 


Assets Liabilities 
ND esc ctdeie denese's ... $1,500 Accounts payable.......... $1,300 
Accounts receivable : Current surplus: 
Taxes (classification not Cash in excess of current 
indicated) ............. 2,800 liabilities ........ $ 200 


Accounts receivable. 2,800 3,000 








$4,300 $4,300 
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Capital Fund Balance-sheet 


Assets Liabilities 
COU. o.0d00cchenneasnees $ 500 Bonds (classification not in- 
Assessments receivable. .... 1,400 yt MERGER eee" =e rece $50,000 
Property and improvements. 50,000 Capital surplus: 
GE os tia seanucees $ 500 


Accounts receivable. 1,400 1,900 


$51,900 $51,900 




















Having the balance-sheets of the beginning of the year, the next step is 
the making of proper opening journal entries. These are as follows: 


Estimated revenues.............+++.00+ $1,700 
LONE THI, 5 6 5 ho lee ds da icesaneetes $1,500 
SOENEE 5 i sc nkinn codeecaheneeeeedves 200 
Taxes receivable (amount certified to be 
CUED iso oc nd dinckibimipadasiaads 48,200 
Budget appropriations .............. $49,900 


To bring upon the books a record of 
the amount of budget appropriations to 
be met by taxes and current revenues, 
the appropriations are classified as fol- 


lows: 
be 6 6c hh dene dia ed enue $5,000 
Police department ................+. 19,500 
Fire department ...............205: 12,000 
Set Te os ib be <a ca veces goo 
Interest on funded debt............. 2,500 
Bonds to be retired................. 10,000 





$49,900 








Journal entries—to cover additional taxes as assessed and allowances 
made thereon: 


Taxes receivable ........+-seeesseeees $1,500 

Taxes not anticipated in budget...... $1,500 
Taxes not anticipated in budget....... 800 

Taxes receivable .........-.00++e00: 800 


To record allowances. 
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The cash receipts and payments for convenience are set up as 
journal entries. Cash receipts are: 


CN I BOO, oi. n visi wide oes $52,100 
AD TINS ii. on so: Feed ew 0c' $47,000 
Licences, fees and permits........... 1,800 
EEE Wh 6 iho 600005650 Cewsc0 be css 300 
ee *3,000 
To meet cost of repairing bridge wrecked by storm. 
cs cc cnine once die $1,000 
Assessments receivable.............. $1,000 
Cash payments are: 
| ee eee 1,300 
SE Mina ands ov 00s Sbabecsurdbas 5,300 
EE eee ere Tre 19,000 
IIE. go cicccckstcasenouss 12,000 
I nis cen niin ete hulbie’ 800 
Interest on funded debt............. 2,250 
IE Popa ic cckebuensess 2,800 
I a cc Lene bauwaioce e $43,450 
EE tip Gi Ra ans os cad + mies eke 10,000 
as cc scanesbekeese 10,000 
By ka cic sesanees 10,000 


Somes Gree wah... .coscac ceceses 10,000 


Transfer of revenue from current funds to capital fund cash used for 
retirement of bonds. 


SKELETON LEDGER ACCOUNTS 
Current Fund Accounts 


Cash 
Ist of year balance...... $ 1,500.00 Sundry payments........ $43,450.00 
Sundry receipts.......... 52,100.00 Capital fund cash........ 10,000.00 
BED vevicns¥esbomr¥cs 150.00 
$53,600.00 $53,600.00 


Accounts Payable 
Cash payment........... PD TRPOMED.  cecscccceccvcces 31,300.00 





* From Municipal Accounting, Eggleston. 
Classification of funds: 
1—Current fund 
(a) Appropriation 
(b) Special revenue bond funds 
(b) =Resources derived from the sale of special revenue bonds which 
are issued in anticipation of tax levies (provision for their 
redemption being included in the tax levy fotlowing the year 
of the issue) and are subject to special revenue bond 
fund authorizations. 
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Licence Fees 


Estimated revenue....... $1,500.00 Cash received............ $1,800.00 
Interest 
Estimated .............. $200.00 Cash received........... $300.00 


Emergency Notes 
To meet cost of repairs to 


DE ils wikkeséncinaa $3,000.000 

Bridge Repairing 

PROMI onc ccsccconcis $2,800.00 

Taxes Receivable 
1st of year balance....... $2,800.00 Allowances ............. $ 800.00 
Estimated (budget)...... 48,200.00 Cash received........... 47,000.00 
(Not anticipated)...... 1,500.00 Balance ................ 4,700.00 
$52,500.00 $52,500.00 


Current Surplus 
RE eae pie $3,000.00 
Budget Appropriations 


$49,900.00 
Taxes Not Anticipated in Budget 
Allowanee 2.0. 6oci tsscken $ 800.00 $1,500.00 
Salaries 
Cash payment............ $ 5,300.00 (budget $5,000) 
Police Department 
Cash payments.......... $19,000.00 Accounts payable.......... 300.00 
(budget $19,500) 
Fire Department 
Cash payments.......... $12,000.00 (budget $12,000) 
Accounts payable.......... 50.00 
Street Lighting 
Cash payments........... $ 800.00 (budget $900) 
Interest on Funded Debt 
Cash payments........... $2,250.00 (budget $2,500) 
SKeELeton Lepcer ACCOUNTS 
Capital Fund Accounts 
Cash 
Balance Ist of year....... $ soo00 Bonds .................. $10,000.00 
Assessment received. ..... 1,000.00 Balance .............+..- 1,500.00 
Transfer from current 
Gel 260 ces He Fiss 10,000.00 
$11,500.00 $11,500.00 
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Property 
$50,000.00 
Assessments Receivable 


$ 1,400.00 Cash received........... 


EE ee 
$1,400.00 
Bonds 
$10,000.00 
40,000.00 
$50,000.00 


Capital Surplus 


SS ene 


STATEMENT OF OPERATIONS FOR YEAR 


Current Fund 



































Receipts 
—Affecting end of—~ 
year surplus [ 
; Budget Addition Deduction 
Licence fees.......... $1,800.00 $1,500.00 $300.00 
DN doh a'cd<aviesnn 300.00 200.00 100.00 
, ke ee 48,900.00 48,200.00 700.00 
Emergency notes..... 3,000.00 3,000.00 
$54,000.00 $49,900.00 $4,100.00 
Payments 
Budget | 
ND os kd an aens $ 5,300.00 $ 5,000.00 $300.00 | 
Police department.... 19,300.00 19,500.00 $290.c0 
Fire department...... 12,050.00 12,000.00 50.00 
Street lighting........ 800.00 900.00 100.00 ' 
Int. on funded debt... 2,250.00 2,500.00 250.00 
$39,700.00 $39,900.00 $4,650.00 $350.00 
Emergency bridge re- 
DE. xicbeciea vad 2,800.00 2,800.09 
$4,650.00 $3,150.00 
Deduct deductions from additions.............. 3,150.00 
Net additions to current surplus................ 1,500.00 
Current surplus, beginning of year............. 3,000.00 
Total current surplus, end of year........ $4,500.00 
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Tue Capita, Funp Account 

The capital fund account shows receipts of $1,000.00, representing col- 
lections on account of assessments receivable at the beginning of the year, 
plus $10,000.00, as appropriated for retirement of bonds. 

There is nothing in the problem to indicate that there is property worth 
$50,000.00 as a result of the original issue of bonds. If, however, that is the 
case, the difference between the property value and the funded debt ($40,000) 
would constitute a surplus, in addition to cash and assessments receivable. 

The two balance-sheets are herewith presented: 


CurRENT FunD BALANCE-SHEET 





Close of Year 
Assets 
6 PPAR Ae $ 150.00 
Taxes receivable.......... 4,700.00 
$4,850.00 
Liabilities 
Accounts payable.............. $ 350.00 
Surplus: 
Appropriated : 
IE sti a5 sce cihceaers $250.00 
Street lighting............ 100.00 $ 350.00 
Emergency bridge repairs.. 200,00 
Accounts receivable in ex- 
cess of accounts payable. 3,950.00 4,500.00 
$4,850.00 
CapirAL FunpD BALANCE-SHEET 
Close of Year 
Assets Liabilities 
Cutlt iisatacaxes $1,500.00 Bonds ......... $40,000.00 
Assess. received. 400.00 $1,900.00 Excess of assets 
Property & im- over liabilities : 
provements (as Cash in excess 
per balance- of current lia- 
sheet at begin- bilities ....... $1,500.00 
eee 50,000.00 Accts receivable. 400.00 
$1,900.00 


Property value 
in excess of 
bonded debt... 10,000.00 11,900.00 


155 








The Journal of Accountancy 


Question No. 4: 
Explain the distinction between real reserves and nominal reserves, Give 
two examples of each. 


Answer to Question No. 4: 

Sir Arthur Lowes Dickinson uses the terms “voluntary” and “necessary.” 
He says, “In considering reserves it is important to distinguish between 
voluntary reserves and necessary reserves; the former being mere allocations 
of surplus, while the latter are either an actual liability or a deduction from 
the book value of an asset.” 

This distinction is frequently entirely ignored, both classes of reserves 
being lumped together, usually as liabilities, but sometimes as divisions of the 
surplus. 

A real or necessary reserve is one which represents an actual diminution 
in value that has already taken place or is inevitable from the nature of 
things in the future. Its proper function should be limited to those losses 
the exact amount of which cannot be determined but must be estimated. If 
the amount of the diminution is known it is better to write down the asset 
than to set up a reserve against it. For instance, if one-seventeenth of the 
cost of a patent is being written off each year it is better to credit patent 
account direct. 

Examples of this class of reserve are reserve for depreciation of ma- 
chinery and reserve for bad and doubtful accounts. 

The other class of reserves, the nominal or voluntary, are those which 
represent losses or diminutions of value which may possibly occur but are 
not inevitable. In this case the reserve does not represent an actual loss, 
but is set up as a sort of warning to the stockholders that they may expect 
a disaster of some kind in the future. There being no certainty, perhaps 
hardly a probability, of any such catastrophe, the reserve is manifestly not an 
existing liability nor a diminution in value. Its function is the protection 
from more or less remote contingencies. As this is also the function of the 
surplus itself, these nominal reserves should always be included with the 
surplus to show the total of the surplus undivided profits at the date of the 
balance-sheet. The real reserves should be shown either as liabilities or as 
deductions from their appropriate assets. 

Examples of nominal reserves are reserve for storm damage in an elec- 
trical company with overhead wires and reserve for accidents. 

Under nominal reserves may also be classed appropriations of surplus in 
fulfilment of contracts with creditors, such as a reserve for sinking fund, 
or in accordance with the action of stockholders or directors, such as a 


reserve for plant extension. 
Question No. 5: 
In the course of a balance-sheet audit of a large corporation, why should 


the examination of repairs charged to cost of operations receive special con- 
sideration in relation to the liability for federal taxes? 


Answer to Question No. 5: 
The auditor should always pay special attention to the repairs charged 
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to cost of operation. If any of these represent real additions to the value 
of the plant they should be charged to plant account; otherwise costs are 
overcharged and profits diminished below what they should be. As far as 
the company itself is concerned this makes a difference in the book value 
of fixed assets and in the earning capacity. 

This may not be very important, but, when the question of the profits 
taxable by the federal government is brought in, any diminution of the 
profits that is not really justified may entail serious consequences in penalties 
and fines. The auditor should therefore be careful not to pass any repairs 
as cost of operation that may possibly be considered as actual betterments, 

The proper treatment of repairs affects not only the taxable profits but 
also the invested capital, which is an element in computing the tax liability. 


Question No. 6: 

In the case of a company which publishes an annual balance-sheet but 
no profit and loss account, state whether or not you would recommend to 
your client that the profits earned during the year, less dividends paid, be 
shown on the face of the balance-sheet. Give your reaso.s. 

Answer to Question No. 6: 

The stockholders of a corporation should be given complete and satis- 
factory information with regard to its financial condition and its earning 
capacity. For this reason the publication of the annual balance-sheet is 
far from being sufficient. There should also be a more or less detailed 
revenue statement. If the officers and directors do not wish to publish this 
detailed statement the next best thing to do is to include in the balance- 
sheet, under the heading of surplus, an explanation of the change in the 
balance of that account between the beginning and the ending of the year. 

This explanation must be so classified as to show the results of normal 
activities and of accidental profits and losses, if there are any. That is, the 
surplus item in the balance-sheet should begin with the balance, January 1, 
entered short. To this are added the net operating profits, then any extra- 
ordinary profits, and from this total are deducted any extraordinary losses. 
From the remainder are deducted any dividends that have been declared, and 
the result is carried out as the new balance of surplus. 

This is not at all satisfactory, but it at least prevents the inclusion of 
extraordinary or accidental profits from the results of operation, which might 
be made the means of deceiving stockholders into thinking that the earning 
capacity was greater than it is. 

Question No. 7: 

Can surplus be created in any way other than through profits earned 
from operations? Explain. 

Answer to Question No. 7: ; 

Before this question can be answered with certainty, accountants will 
have to agree on a definition of surplus, a word which, as used by some 
accountants, has a very inclusive meaning and, as used by others, has a much 
more restricted meaning. : 

Mr. Kester defines the word thus: “Under the corporate form of organ- 
ization, ‘surplus’ in its broadest sense represents the difference between the 
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net worth of the business and the capital stock issued and outstanding.” 
Accepting this definition, any transaction which results in a realized increase 
in the difference or margin between the net worth and the outstanding stock 
would result in an increase in the surplus. These transactions may be 
grouped into two classes. 


(1) Transactions which increase the net worth or net assets without 
correspondingly increasing the outstanding stock. 

(a) Operating profits form the usual source of such increases. 

(b) Extraneous or capital profits arising from the sale of investments 
or fixed assets and other transactions outside the scope of the regular 
operations also increase the surplus, thus defined, provided they result in 
a realized increment. The mere writing up of an asset to market value does 
not result in a realized increment, and should not be allowed to affect the 
surplus. 


(c) The sale of stock at a premium increases the net assets more than 
it increases the outstanding stock, and the difference may be added to 
surplus. 

(d) Donations of cash or other assets made by stockholders to the cor- 
poration also result in an increase of the surplus. Corporations sometimes 
receive from outsiders donations of factory sites or other assets, and these 
may be put on the books by offsetting credits to surplus. 

(2) Transactions which decrease the outstanding stock without cor- 
respondingly decreasing the net assets. 

(a) Stock may be donated to the company by stockholders to get rid 
of a deficit or to be resold to provide working capital, and such donations 
may be credited to surplus. 

(b) Similarly, in reorganizations, the old stock may be called in and a 
smaller amount issued, the difference being absorbed in the surplus account. 

(c) If a corporation buys its own stock and pays less than par for it, 
the outstanding stock is decreased more than the net assets are decreased. 
The difference may be credited to surplus, but if the stock is held in the 
treasury for resale it would be conservative to carry the difference in a 
contingent profit account until the profit is realized by a reissue. 


It must be remembered that the propriety of crediting these items to 
surplus depends entirely upon whether this inclusive definition of surplus is 
acceptable or not. 

Mr. Kester, after stating the definition quoted above, goes on to say that 
“the highest accounting authorities are coming to restrict surplus to that 
portion of the margin available for dividends.” Mr. Montgomery’s definition 
concurs with this: “The ‘surplus’ of a corporation should represent an actual 
surplus ; that is, a balance of net profits after all reserves have been provided, 
including the reserves out of surplus, such as working capital, etc., leaving 
an amount safely distributable as dividends.” 

If this restrictive definition is accepted, the effect upon the entries for 
the transactions enumerated above may be shown by further quotations from 
Mr. Montgomery, arranged in accordance with the preceding classification. 
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(1-a) Operating profits. These would be available for dividends, subject 
to any reductions caused by the appropriations of surp!us for other purposes, 
such as appropriations to a reserve for working capital. Mr. Montgomery 
says: 

“It has been held to be legal to set aside annually or at other periods 
out of the earnings of a company a reasonable amount as a reserve for 
additional working capital, which is therefore not distributable in the shape 
of dividends. This reserve may be temporary or permanent, as the directors 
may determine, and corresponds with the surplus of a bank or trust company, 
which is never used for the purpose of dividends unless some extraordinary 
occasion arises. The account is a discretionary one and is almost entirely 
a matter of bookkeeping, or rather it is a sort of notice to stockholders that 
the amounts so set aside will not be distributed. 

“To treat such an account as a liability is a fallacy, because at any time 
the directors can transfer the entire balance to general surplus and pay out 
all or any part of it in dividends. Therefore the account should always 
appear on the balance-sheet as a section of surplus, and never among the 
liabilities.” 

(1-b) As to extraneous or capital profits, Mr. Montgomery, under the 
caption Profit on Sale of Assets, says: 

“It may be that a profit has been realized on the sale of a portion of the 
fixed assets of a concern. Legally this profit may be carried to surplus and 
distributed as a dividend, but such a course is apt to create a false impres- 
sion on stockholders. It is much better to carry such an item to an account 
whose caption indicates the character of the entries therein, and which may 
be carried on a balance-sheet as a separate section of the surplus account. 
Under such circumstances it will not appear to be applicable to dividend dis- 
tribution, and can be held as a contingent reserve against possible losses on 
other capital adjustments.” 

(1-c) Relative to premiums or sales of stock, Mr. Montgomery expresses 
the following opinion: “Where stock has been sold at a premium, the 
auditor will see that all premiums have been collected. The funds so realized 
should be credited to premiums on capital stock account, which should remain 
open, and appear on the balance-sheet as a special surplus account. In no 
event, however, should the account be transferred to general surplus and 
thus be looked upon as available for dividends. It would probably be legal 
to declare a dividend out of funds so raised, but it would be so improper 
as to sustain a charge of dishonesty against the director who voted therefor.” 

(1-d) The quotation under (2 a, b, c) relative to donations of stock 
would seem to apply equally to donations of assets. 

(2 a, b, c) Donations of stock should not affect the surplus account, 
according to the following quotations from Mr. Montgomery: “If purchased 
by the corporation, cost price is the correct basis of book entry; if acquired 
by gift, opinions differ as to the form of entry. The best authorities sanc- 
tion the setting up of the stock as an asset at par value, offsetting this entry 
by the creation of a reserve or surplus account which is designated as a 
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capital item, and is clearly differentiated from the surplus which arises out 
of profits or which is available for divdends.” 

It will be seen that the entries to surplus account depend wholly on the 
definition of surplus. Mr. Walton died before the copy for this issue was 
completed and he did not see this answer, but the following expression of 
his opinion shows that he favored the more inclusive definition : 

“In a partnership, surplus profits are credited to the capital accounts of 
the partners. These capital accounts can vary at the will of the partners. 
In a corporation the capital stock is fixed by the charter. When the net 
worth of the business exceeds the capital stock the excess is surplus capital 
and must be credited to surplus account. 

“It does not make any difference how the excess profits arose. If the 
profits ars real they belong to the surplus account—if they are not real they 
do not belong on the books at all. 

“The various sources from which surplus is derived may be designated 
by a subdivision of the account, but on the balance-sheet these subdivisions 
must be assembled in one total to the credit of surplus account so as to 
show the accumulated undivided profits of the business to date.” 





Montana Society of Certified Public Accountants 
At the annual meeting of the Montana Society of Certified Public 
Accountants, held June 12th at Helena, the following officers were elected 
for the ensuing year: President, Ernest E. Murray; vice-president, W. 
Grant Hoage; secretary, W. A. Logan. 





Utah Association of Certified Accountants 
The Utah Association of Certified Accountants was organized at a 
meeting July 8, 1920. Constitution and by-laws were adopted and the fol- 
lowing officers were elected: president, R. G. Abbey; vice-president, Lincoln 
G. Kelly; secretary and treasurer, B. F, Reeves. 





Haskins & Sells and H. S. Champlin announce the consolidation of their 
practices, to be conducted under the name of Haskins & Sells, and under 
the management in Buffalo of Mr. Champlin. The offices are in the Marine 
Trust Company building. 





Otho G. Cartwright, member of the American Institute of Accountants, 
announces the removal! of his offices to temporary quarters at 45 Cedar street, 
New York. 





Patterson, Teele & Dennis announce that Edward H. Moeran and David 
Leslie Milne have been admitted as partners in the firm. 
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